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Foreign investment corporations, because 
they enjoy certain preferential tax treat- 
ment, are an intriguing device; but the 
thorns on this rose are those found in 
Subchapter G—the penalty provisions re- 
garding improper accumulation of surplus, 
foreign holding companies and foreign 
personal holding companies. Alan R. Rado 
discusses these penalty provisions in his 
article. 


The law was changed regarding the appor- 
tionment of taxes between the buyer and 
seller of real estate, but this didn’t solve 
all the tax problems—as you will learn 
from Edward L. Cobb's article on this tax 
situation. 


You will find David Reifer's article ‘‘How 
to Organize and Qualify a Tax-Exempt 
Foundation” as practical as the title sug- 
gests. 
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The federal couris, the Tax Court and the Internal Revenue Service inter- 
pret the law by their numerous decisions. . . . In this department of 
the magazine, the reader will find comments on decisions and rulings 
selected from this never-diminishing stream for his current interest. 


Wuen CATTLE held for breeding pur- 
poses are sold, the profits are gains from the sale of capital assets. 
However, if cattle are held primarily for sale to customers, the 
profits are ordinary income. Consequently, many facts enter into 
the determination of “breeding herd” and the specific animals 
included therein or excluded therefrom. Two recent decisions are 
worth studying: William H. Schudel, CCH Dec. 22,313(M), 16 
TCM 238, and John L. Clark, CCH Dec. 22,302, 27 TC —, No. 124. 
Section 117(j) is always to be narrowly applied because in this 
way it furthers the intent of Congress. To apply it loosely would 
allow a great many factual situations to receive capital gain 
treatment and, thereby, defeat the purpose of the section and the 
purpose of Congress in enacting it. The general rule is that 
profits and losses arising from the everyday operation of a busi- 
ness must be considered ordinary income; Section 117(j) gives 
preferential treatment to transactions in property which are not 
the normal source of business income. 


Durinc A PERIOD of illness, a certain 
executive received certain sums from his company, supposedly as 
sick benefits. However, during his period of illness he continued 
to occupy himself with company affairs at his home. The Com- 
missioner, backed up by the court, said that this money had 
all the appearances of a salary disbursement, not excludable sick 


benefits.—Hall v. U. S., 57-1 ustc § 9522 (CA-7). 


Durinc THE TERM of his general man- 
agership, the corporation entered upon a project of erecting a 
new building (an apartment building). The general manager, 
from inception to completion, supervised architects, contractors 
and subcontractors, although a general superintendent was hired. 
The board of directors, after the project was completed, voted the 
GM the sum of $25,000 as “compensation for the years” he had 
worked with this new project. He reported the $25,000 under 
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Section 107 as compensation for services rendered over a three- 
year period or longer. The Commissioner contended that the 
GM did not do anything more than he was supposed to do and 
that as general manager this sum could not be called compensa- 
tion for special services separable from his salary. But the Tax 
Court sided with the GM and permitted him to report the $25,000 
over an extended period.—A braham E. Kazan, CCH Dec. 22,289(M), 
16 TCM 196. 


WHERE THE EXECUTOR of an estate 
is also a lawyer, the question sometimes presents itself as to 
whether he performs some of the time as a lawyer, aside from 
his duties as executor. The executor has the duty of collecting 
the assets of the estate. Suppose he acts as a lawyer in litiga- 
tion having to do with the right to possession of certain assets 
of the estate. This was important to an executor who was a 
lawyer, because he wanted to treat the fee received as long- 
term compensation—that is, he wished to spread it over three 
or more years. The Tax Court would not permit such treat- 
ment, but the Ninth Circuit reversed. This court used the 
analogy of a lawyer on retainer who acts on a special case and 
concluded that the fee received for acting in the estate’s special 
litigation was received for acting as counsel, not as executor 
of the estate. Hence, this fee was separable from the executor’s 
fees and could be treated as long-term compensation—other 
factors being present.—Chase v. Commissioner, 57-1 ustc J 9534. 


Last MONTH we cited the Stern case in 
which the Sixth Circuit blasted the Tax Court on its transferee 
theory by reason of which insurance proceeds and cash values 
are subject to claim for the decedent’s delinquent income taxes. 
Now comes the Third Circuit holding that cash surrender value 
is a chose in action possessed by the decedent prior to his 
death—an item of property—and that the wife becomes the trans- 
feree and the government can recover the cash surrender value 
from her.—U. S. v. Bess, 57-1 uste § 9528. 


Ir IS a’condition precedent to a bill for sep- 
arate maintenance under state law that the wife be living apart 
from her husband. In the final decree of separate maintenance, 
it was ordered that “so long as the parties hereto live separate 
and apart”; thus it was recognized that the husband and wife 
were living apart, and the wife-taxpayer was taxable on the pay- 
ments received from her husband.—Dean V. Fuqua, CCH Dec. 
22,280, 27 TC —, No. 112. 


Interpretations 





Wuen a divorced husband assigns his life 
insurance to his former wife and she becomes the irrevocable 
beneficiary, future premiums paid by the husband are income to 
the former wife and deductible by the husband in accordance 
with alimony rules. But where the property settlement provides 
that the husband shall continue to pay the premiums, that he 
shall make no loans and shall not change the beneficiary, the 
premiums on the policies are not considered periodic alimony 
payments.—Rev. Rul. 57-125. 


An ESTATE was withholding income taxes 
from 14 of its nonresident alien shareholders and had filed a 
claim for refund of overwithholding taxes. The claim was denied 
because the estate filed the claim for refund in its own name as 
principal. When it attempted to file a claim as agent for the indi- 
vidual shareholders, it was found that the statute of limitations 
barred the shareholders’ right to present their individual claims. 
—The Higgins Estate v. U. S., 57-1 ustce J 9523 (DC Calif.). 


A CORPORATION’S voluntary payments to 
the widow of a deceased employee are considered as gifts and 
not income to the widow.—Ethel Gregg Mann, CCH Dec. 22,305(M), 
16 TCM 212. There’s an intriguing paragraph in this deci- 
sion: “[The payor], during all the years in question, claimed the 
amounts paid to petitioners as deductions on its tax returns 
under the heading of ‘General and Administrative Expenses’.” 
This raises the $64,000 question because the general rule is that 
payments which are tax deductible by the payor are taxable in- 


come to the recipient. 


THE TAXPAYER had a right to buy under 
contract a specified number of gallons of gasoline every month. 
This agreement was later terminated upon payment to the tax- 
payer of a certain sum of money in consideration of the cancella- 
tion and the termination—that is, the seller was released from 
the obligation to sell. The tax question is whether or not this 
was ordinary income or capital gain income. The receipt of 
money in consideration of the relinquishment of contractual 
rights which enlarge the rights in specific property has been 
treated as a sale or exchange. In this termination contract, how- 
ever, rights were not transferred; they merely came to an end 
and vanished. If this is a distinction, the money paid in the 
cancellation of this contract is not capital gain income but ordi- 
nary income, there being no sale or exchange.—Marc D. Leh, 
CCH Dec. 22,278, 27 TC —, No. 110. 
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Tax news from the nation's capital as it is made by the executive, the 


legislative and the judicial branches of government. 
month's news: new Chief Counsel, Iniernal Revenue Service 


advances tax bills . 
sion 


Our Cover 


Nelson P. Rose, of Cleveland, recently 
appointed as Chief Counsel of the Internal 
Revenue Service and as Assistant General 
Counsel of the Treasury, is featured on the 
cover. Mr. Rose was appointed by the Sec- 
retary of the Treasury on February 13, 
1957, and took the oath of office on March 
15, 1957. 


As Chief Counsel of the Internal Revenue 
Service, Mr. Rose serves as counsel and 
legal adviser to the Commissioner of Inter- 
nal Revenue in matters pertaining to the 
adminstration and enforcement of the in- 
ternal revenue laws. He also exercises gen- 
eral supervision over the nine regional 
counsel who furnish legal advice to the re- 
gional commissioners and to the district 
directors of internal revenue. 


Prior to his appointment as Chief Counsel 
of the Internal Revenue Service, Mr. Rose 
was a partner in the Cleveland law firm of 
Jones, Day, Cockley & Reavis, and special- 
ized in federal income tax and corporate law. 


Mr. Rose received his early education at 
Columbus Academy and Hotchkiss. He was 
graduated from Princeton University in 
1931 with an A. B. degree. He was a mem- 
ber of Phi Beta Kappa in his senior year 
and was chairman of the Daily Princetonian, 
chairman of the Undergraduate Council, and 
the recipient of the Moses Taylor Pyne 
Prize, the highest award conferred by the 
university. He received his law degree from 
Harvard Law School with honors in 1935, 
and joined the law firm of Jones, Day, 
Cockley & Reavis in the same year. He 
was admitted to the bar of Ohio in 1936 
with the highest mark of all candidates 
taking the state bar examination that year. 


He has been a director of the Reliance 
Electric and Engineering Company. He 


Washington Tax Talk 


Headlining this 
. . . Congress 


. . Supreme Court is late on 1939 Code sick pay deci- 
. excise tax rates tabulated 


new revenue rulings issued. 


was also a trustee and former president of 
Children’s Aid Society, and trustee of the 
Cleveland Arthritis and Rheumatism Foun- 
dation. He served for six years as a mem- 
ber of the Princeton Department Advisory 
Council. 


The Congress 


In addition to forwarding to the President 
the Tax Rate Extension Act of 1957 in time 
to beat the March 31 deadline for extending 
the 30 per cent normal tax on corporation 
income and various excise taxes scheduled 
for reduction on April 1, the Congress ad- 
vanced four import-tax bills along legisla- 
tive channels. 

Now in the Senate are four bills: H. R. 
4686, which extends the existing suspension 
on duties and import taxes on metal scrap 
until the close of June 30, 1958; H. R. 6304, 
which would make permanent the existing 
privilege of free importation of gifts from 
armed forces personnel serving overseas; 
H. J. Res. 126, which would provide duty- 
free importation of articles for exhibition 
at the Washington State Sixth International 
Trade Fair; and H. R. 4803, which would 
provide for duty-free importation of ex- 
hibits for the Chicagoland Commerce and 
Industry Exposition. 


A bill that would require prior notification of 
corporate mergers (H. R. 2143) has been 
ordered favorably reported to the House 
Judiciary Committee by a subcommittee 
which was studying the bill. 


Jere Cooper, the chairman of the House 
Committee on Ways and Means, has an- 
nounced that the committee has reached 
tentative agreement on the provisions to be 
incorporated in an _  excise-tax technical 
changes bill of 1957. The recommendations 
of the committee have been turned over to 
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expert draftsmen to be put into bill form. 
The new recommendations build upon the 
skeleton of H. R. 12298, a 400-page bill 
that died in the last Congress. If enacted, 
the bill would represent, in the words of 
Chairman Cooper, “the first overall tech- 
nical revision of the general excise-tax pro- 
visions since 1932... .” In the case of 
some of the liquor provisions, there would 
occur “the first substantive technical revision 
since shortly after the Civil War.” 

The House committee is not fully satis- 
fied with the bill. A considerable number 
of desirable changes are still being reviewed 
by the subcommittee on excise taxes and 
may become the subject of future legislation, 
according to Cooper. 

An informative summary of the provisions 
that will be included in the bill now being 
drafted has been released by the Ways and 
Means Committee. 


The Supreme Court 

William Joseph Brennan, Jr., of New 
Jersey, and Charles Evans Whittaker, of 
Missouri, were confirmed by the Senate on 
March 19 in their nominations to the posts 
of Associate Justices of the United States 
Supreme Court. Nominated by President 
Eisenhower, the two new Justices will fill 
vacancies resulting from the resignations of 
Justice Sherman Minton on October 15, 
1956, and Justice Stanley Reed on February 
25, 1957. Justice Brennan, who succeeds 
Justice Minton, has been serving on the 
Court since last year through an interim 
appointment. Justice Whittaker fills the 
vacancy left by Justice Reed. 

In a decision under the 1939 Code, the 
Supreme Court has held that an employee 
was not taxable on sick pay received in 
1949 under his employer's private, voluntary 
plan. Even though the amounts received 
did not represent benefits under a commer- 
cial plan of insurance, they represented 
“health insurance” and the Supreme Court 
found no necessity that insurance have as 
an element the regular payment of premiums 
in a fixed amount at regular intervals; nor 
is there any necessity for a definite fund 
to be set aside to meet the insurer's obliga- 
tions, the Court held. The fact that the 
employer reserved the right to change or 
terminate the plan did not cause the exemp- 
tion to be lost, because it was agreed in the 
plan that no changes made would affect the 
rights of any employee (without his consent) 
to any benefit he had already become en- 
titled to under the plan. Haynes v. U. S., 
57-1 uste J 9536, reversing 56-1 ustc J 9475, 
233 F. (2d) 413 (CA-5). The decision comes 
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too late for most employees who received 
payments under noninsured plans prior to 
1954 and who would undoubtedly have a 
claim for a refund under the Supreme Court 
decision. The last year to which the 1939 
Code applied, generally, was 1953. Returns 
for that year were due March 15, 1954. 
Unless refund claims are filed within three 
years from the return due date or two years 
after the tax was paid, whichever is later, 
they are barred. Thus, the limitation period 
for 1953 tax refund claims ended before the 
decision was handed down. 

In U. S. v. Ohio Power Company, 57-1 
ustc § 9537, the Court, on April 1, followed 
its decisions in National Lead Company, 
57-1 ustce § 9337, and Allen-Bradley Com- 
pany, 57-1 ustc { 9338, to reverse a Court 
of Claims decision that the old War Pro- 
duction Board had no authority to certify 
less than the full cost of emergency facili- 
ties subject to accelerated amortization. 
Although there were three dissents on the 
procedural ground that granting certiorari 
16 months after the petition had been denied 
and after the taxpayer had been adjudged 
entitled to a refund was a clear violation of 
the Supreme Court rules, the majority 
stated: “The interest in finality of litiga- 
tion must yield where the interest of justice 
would make unfair the strict application of 
our rules.” 


Trucking interests are particularly inter- 
ested in the Court’s disposition of a recently 
docketed case (Hoover Motor Express Com- 


pany, Inc. v. U. S., 57-1 uste J 9369) in which 
certiorari is requested to a Sixth Circuit 
decision. The problem is whether state 
fines for overloading which truckers incur 
are deductible business expenses when the 
overloading is not wilful, the trucker having 
taken all practicable precautions to avoid 
such violation. The Sixth Circuit denied the 
deduction, agreeing with the trial court that 
to do otherwise would “frustrate the clearly 
defined policies of the applicable state weight 
limitation laws.” 


The President 


With the President's signing of the Tax 
Rate Extension Act of 1957 on March 29, 
scheduled tax reductions that would have 
taken place on April 1 were nullified and 
the rates were continued through June 30, 
1958. The 15-month extension was decided 
upon by Congressmen to gear the tax rates 
to the fiscal year. 

The normal tax rate on all corporate in- 
come was continued at 30 per cent through 
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Confusion Under Timber Provisions 
of Sections 631and1231 


By JAMES D. TREDUP 


The Internal Revenue Service has indicated recently that any gain from a 
disposal of timber which meets the requirements of Section 631(b) is entitled 
to the benefits of Section 1231 ‘regardless of the nature of the taxpayer's 
business or the purpose for which the timber is held.’’ However, 

the author feels that this statement does not adequately eliminate the confusion 
engendered by the Tax Court's decision in Ah Pah Redwood Company. 


HERE a statutory program of taxation 

remains substantially the same for 
many years, will the sustain the 
Treasury Department’s repudiation of its 
original and long-standing concept of Con- 
gressional intent to the detriment of tim- 
ber owners whose transactions have been 
irrevocably planned on the basis of the 
original Treasury interpretation? When the 
question of original Congressional intent is 
first fully reviewed judicially, will the courts 
accept the opinion of Treasury personnel 
years removed from the enactments, or 
will greater weight be given to statutory 
structure and the regulations promulgated 
by responsible Treasury officials who were 
presumably more familiar with the objec- 
tives of contemporary legislators? 


courts 


These are questions currently facing con- 
siderable segments of the timber industry 
and their advisers. Some of the possible 
answers threaten practices which have been 
established (with reliance on Treasury regula- 
tions) as sound procedure for more than a 
decade, and might seriously cripple the 
smaller operators. 


Aiter the enactment in 1944 of Section 
117(k) as a part of the 1939 Internal Reve- 
nue Code, and a related technical amend- 
ment to 117(j), it was believed in the timber 
industry that a taxpayer who met the re- 
quirements of 117(k) was entitled to the 
benefits of 117(j) (these sections are the 
predecessors of Sections 631 and 1231, re- 
spectively). Until 1953, this opinion re- 
ceived full support from the appropriate 
Treasury Regulations, commencing with T. D. 
5394 issued in July, 1944." Regulations 111, 
Section 29.117-7, prior to Treasury revision 
thereof in January, 1953, provided in part: 


“Section 117(j) provides that the recog- 
nized gains and losses 


“(c) from timber held for more than six 
months which is considered to have been 
sold under the provisions of section 117(k) (2), 
and with respect to taxable years beginning 
after December 31, 1943, from timber owned 
or held under a contract right to cut for 
more than six months prior to the beginning 
of the taxable year which is considered to 





1 1944 CB 274. 


Timber 
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sold under the 


been 
provisions of section 117(k)(1), regardless 
of whether such timber would be properly 
includible in the inventory of the taxpayer 
if on hand at the close of the taxable year 
or whether such timber was held by the 
taxpayer primarily for sale to customers 


have or exchanged 


in the ordinary course of his trade or 
business, 

“shall be treated as gains and losses from 
the sale or exchange of capital assets held 
for more than six months if the aggregate 
of such gains exceeds the aggregate of such 


losses. 


“Section 117(j) does not apply to gains 
and losses on the sale, exchange, or in- 
voluntary conversion of any property which 
would properly be includible in the inventory 
of the taxpayer if on hand at the close of 
the taxable year, or which is held by the 
taxpayer primarily for sale to customers 
in the ordinary course of his trade or busi- 
ness, but not including as such 
property timber which is considered to 
have been sold or exchanged as provided 
in section 117(k)(1) or which has been sold 
as provided in section 117(k)(2).” 


By the Revenue Act of 1951, coal was 
added to the items treated by Sections 
117(k) and 117(j). However, no substan- 
tial changes were made by Congress affect- 
ing timber. Despite the fact that the 
amendments made by the Revenue Act of 


2 T. D. 5970, 1953-1 CB 183. The only specific 
reference to timber contained in amended Sec. 
29.117-7 provided, in subsection (a)(1): ‘The 
gains and losses referred to .. . [in Sec. 
117(j)] are the following: (iii) Gains and 
losses upon cutting or disposal of timber to the 
extent provided in section 29.117-8."" Unless 
proper weight is first accorded to the formal 
structure of the pertinent portions of the regula- 
tions section, the effect of this specific reference 
might be misconstrued because of the following 
language contained in subsection (a)(3) of the 
amended regulation, stating: ‘‘(3) For the pur- 
pose of this section, the term ‘section 117(j) 
property’ means property used in the trade or 
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The author is a member of the firm of Koerner, 
Young, McColloch & Dezendorf of Portland, Oregon. 
He is also a member of the Section on Taxation 
of the American Bar Association and, 

in particular, a member of the Subcommittee on 
Timber of the Committee on Natural Resources. 





1951 to Sections 117(k) and 117(j) were 
enacted presumably with full Congressional 
knowledge and approval of the then exist- 
ing regulations, the Treasury initiated the 
present confusion by deleting from its 1953 
revision of Section 29.117-7 the portions of 
the above-quoted language—that is, those 
portions which either specifically or in effect 
regarded any characterization of timber as 
inventory or property held for sale to cus- 
tomers as being immaterial for Section 
117(j) purposes if the disposition of such 
timber met the requirements of Section 
117(k). 

Recently the confusion was compounded 
by statements (perhaps dicta) appearing in 
the case of Ah Pah Redwood Company.’ The 
Tax Court stated that since the taxpayer's 
timber had been held ‘for sale to customers 
in the ordinary course of business, it could 
not qualify for Section 117(j) treatment 
even if its disposition met the requirements 
of Section 117(k)(2). In effect, the court 
looked to the general principles of Section 
117(j) to determine whether Section 117(k) 
benefits applied, rather than looking to Sec- 
tion 117(k) requirements to determine 
whether Section 117(j) benefits applied. 
The tax years involved were 1948 and 1949, 
and the opinion ignored the pre-1953 regula- 
tions. Those regulations were not called to 
the court’s attention, apparently because 
neither party had any reason to anticipate 
the ultimate course of the court’s thinking. 


business of the taxpayer at the time of its sale, 
exchange, or involuntary conversion, which is of 
a character subject to the allowance for de- 
preciation provided in section 23(1) or which is 
real property, except any such property which 
is within one of the following categories: (i) 
Property of a kind which would be properly 
includible in the inventory of the taxpayer if 
on hand at the close of the taxable year, or 
which is held by the taxpayer primarily for 
sale to customers in the ordinary course of 
trade or business."’ 

*CCH Dec. 21,952, 26 TC —, No. 149 (Septem- 
ber 28, 1956). 
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The Tax Court has been requested to re- 
vise its opinion by giving proper recognition 
to the regulations in effect during 1948 and 
1949. If such revision is made without ob- 
jection by the Commissioner, then the 
present question seemingly would be eliminated 
as an issue if the decision is appealed. 
However, unless a revision is placed on 
broader and more fundamental grounds than 
the pre-1953 regulations, the confusion can 
still exist for all subsequent years that are 
affected by regulations which even partially 
reflect the aforementioned 1953 deletions. 


Proposed regulations issued with respect 
to Sections 1231 and 631 of the Internal 
Revenue Code of 1954 do not seem to end 
the confusion.‘ In certain respects the gap 
between the deleted language and Section 
29.117-7 (as amended in 1953) is narrowed.’ 
Nevertheless, as the proposed regulations 
are presently written, the effect of a deter- 
mination that the timber was either includ- 
able in the taxpayer’s inventory or primarily 
held for sale in the ordinary course of trade 
or business is uncertain. 


It can be argued that the proposed regula- 
tions under Section 1231 of the 1954 Code 
inferentially support the same proposition 
which was so clearly stated in the pre-1953 
regulations under Section 117(j). But the 
proposed regulations do not restore the 


deleted language, and it is conjectural whether 
the proposed language is a full and adequate 


susbtitute for such deleted language. If it 
were, then it is not apparent why the 
Treasury seems reluctant to make the re- 
storation in clear and unmistakable terms. 
Moreover, if the present question of scope 
arises under Sections 631(a) or 631(b) of 
the 1954 Code, the Tax Court, at least, may 
reiterate the attitude it has taken in Ah Pah 
Redwood Company. If the Ah Pah Redwood 
Company reasoning is valid, then any Sec- 
tion 631 transaction may be subjected to 
the test of whether the seller can be char- 
acterized as a dealer. If so, potential prob- 


* Proposed Regs. Secs. 1.631-1(d)(4); 1.631-2 
(a) (2); 1.1231-1(a) and (c). 

5 Proposed Regulations Section 1.123-1(a) pro- 
vides, in part: ‘“The noncapital assets subject to 
section 1231 treatment are (1) depreciable busi- 
ness property and business real property held 
for more than 6 months, other than stock in 
trade and certain copyrights and artistic prop- 
erty: (2) timber and coal, if disposed of in a 
manner coming within the provisions of section 
631; and (3) ... .’’ Section 1.1231-1(c) further 
provides, in part: ‘‘Section 1231 applies to 
recognized gains and losses from the following 
(1) The sale, exchange, or involuntary conver- 
sion of property held for more than 6 months 
and used in the taxpayer’s trade or business, 
which is either real property or is of a character 
subject to the allowance for depreciation under 


Timber 


lems under Section 631 are far-reaching. 
Therefore, unless favorable clarification de- 
velops, conservative advisers must consider 
whether Section 631 is a potential trap for 
timber owners, rather than the broad relief 
measure intended by Congress. While only 
Section 117(k)(2) was involved in Ah Pah 
Redwood Company, conceivable ramifications 
of the court’s statutory interpretation cast 
doubt on the application of Section 117(k) (1) 
and its successor, Section 631(a), in certain 
situations long considered to be in complete 
compliance with the terms and purposes of 
the statute. The mere creation of such 
doubt constitutes a clear repudiation of ap- 
parent Congressional intent. 


In his dissent in Ah Pah Redwood Com- 
pany, Judge Murdock stated that the “legis- 
lative history of section 117(k) indicates 
clearly that Congress was trying to give 
capital gains treatment to timber owners 
when they disposed of their timber.” This 
statement is supported by the statutory 
structure of Section 117(j), which separates 
by mutually exclusive sentences the general 
rule, containing the fatal exceptions relating 
to property held as inventory or primarily 
for sale to customers, from the special rule 
pertaining to Section 117(k) timber trans- 
actions. 


The statutory structure evidencing the 
exclusive treatment for timber, as opposed 
to business property in general, is even 
more apparent in Section 1231. The general 
rule as to the definition of property used 
in the trade or business is set forth in 
Section 1231(b)(1); it contains the excep- 
tions pertaining to inventory and property 
held primarily for sale to customers. The 
special rule pertaining to Section 631 timber 
transactions is set forth in Section 1231(b) 
(2), a subsection structurally drafted to be 
of clearly equal standing with the general rule. 
In either statutory situation, the special 
rule for timber does not contain any of the 
exceptions set forth in the general rule. If 


section 167 . . . and which is not—(i) Property 
of a kind which would be properly includible 
in the inventory of the taxpayer if on hand 
at the close of the taxable year, or property 
held by the taxpayer primarily for sale to 
customers in the ordinary course of business; 
. . . . (2) The involuntary conversion of capital 
assets held for more than 6 months. (3) The 
cutting or disposal of timber, or the disposal 
of coal, to the extent considered arising from 
a sale or exchange by reason of the provisions 
of section 631 and the regulations thereunder. 
(4) . .. .”" Subsection (c) further provides: 
“For purposes of section 1231, the phrase 
‘property used in the trade or business’ mean 
property described in this paragraph . se 
Compare with footnote 2. 
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Congress ever had intended the special rule 
to be subject to such exceptions, it would 
have been a simple matter to so state. 


The proposition that timber transactions 
meeting the requirements of Section 631 
qualify as property used in the trade or 
business under Section 1231, regardless of 
whether the timber is, held as inventory or 
primarily for sale to customers in the ordi- 
nary course of business, reflects the Con- 
gressional intent when the Revenue Act of 
1943 was enacted, regardless of any thinking 
by the Tax Court to the contrary. In de- 
termining such intent, it would seem un- 
realistic to accept the actions and expressions 
in 1953 of an administrative department as 
furnishing a better criteria for guidance 
than the expressions promulgated as regula- 
tions by the same department shortly after 
the Revenue Act of 1943 was passed by 
Congress. Furthermore, regulations issued 
in 1944 were still in effect when the statu- 


STATES GET $136 PER CAPITA, 


State governments altogether spent 
$132.68 per capita in fiscal 1956 while 
taking in $135.82 per capita in reve- 
nue, according to a report of the 
Bureau of the Census. 


Total state expenditure was $21,686 
million. This consisted of $18,857 mil- 
lion of general expenditure, $1,984 mil- 
lion of unemployment compensation 
benefits, employee retirement and other 
state insurance trust benefits and $845 
million of liquor store expenses in 16 
states. The “general expenditure” fig- 
ure was up 9.8 per cent from fiscal 1955. 


Total revenue for the states in 1956 
was $22,199 million. Excluding in- 
surance irust and liquor store amounts, 
general revenue amounted to $18,389 
million and was a hike of 13.6 per cent 
over receipts in fiscal 1955. State 
taxes provided nearly three fourths 
of this sum; 18 per cent was inter- 
governmental revenue, mainly federal 
aid; and charges and miscellaneous 
nontax sources contributed 9 per cent. 
The tax revenue figure was $13,375 
million, an increase of 15.3 per cent 
from 1955. 


* Since this article was written, the Internal 
Revenue Service has indicated that, the Tax 
Court notwithstanding, any gain from a dis- 
posal of timber which meets the requirements 
of Sec. 631(b) is entitled to the benefits of Sec. 
1231, ‘‘regardless of the nature of the tax- 
payer’s business or the purpose for which the 
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involved were amended in 
1951 without disturbing the language on 
which the 1944 expressions were based. 
Therefore, unless administrative legislation, 
with the consequent invitation to litigation, 
is to silently replace the law written by 


tory sections 


Congress, the regulations pertaining to 
either Section 1231 or Section 631 should 
state the aforementioned proposition un- 
equivocably, as did Section 29.117-7 prior 
to the 1953 revision. If this is not done, 
many of the smaller timber owners then 
may be forced to sacrifice established 
methods of operation for methods that re- 
duce their vulnerability to Treasury attack. 
The alternatives are (1) to be prepared to 
stand the expense of litigation or (2) to 
place trust in the Treasury Department’s 
representatives to reasonably interpret its 
regulations as if the clear language of the 
pre-1953 regulations were still contained 
therein.® [The End] 


SPEND $133 IN 1956 


Expenditures of the states increased 
in nearly all categories in 1956 over 
1955, as shown by the census report. 
Spending for major governmental 
functions, on a per capita basis, was 
as. follows: education, $34.75; high- 
ways, $32.74; public welfare, $16.35; 
health and hospitals, $9.80; and all 
other purposes, $21.73. 


Three tenths of total expenditures 
consisted of payments to local govern- 
ments. These payments amounted to 
$6,538 million. The main part of state 
capital outlays went to highway and 
building construction. Total capital 
outlays were up 14.3 per cent to a 
record $4,564 million. A drop of 17.7 
per cent from 1955 was registered in 
insurance benefits and repayments, 
which totaled $1,984 million. An in- 
crease of 8.9 per cent was effected in 
wages and salaries paid to state em- 
ployees, which totaled $4,132 million. 


Outstanding debt of the states 
climbed to a new high of $12,900 mil- 
lion at the close of fiscal 1956. Up 
15.1 per cent, the new high resulted 
from borrowing of $2,121 million against 
debt redemption of only $524 million. 


timber is held.”” (Rev. Rul. 57-90, I. R. B. 
1957-10, p. 9, March 11, 1957.) In view of the 
importance of this matter to the entire timber 
industry, the opinion set forth in the ruling 
should be given greater finality by including 
it in the appropriate Treasury regulation. 


TAXES —The Tax Magazine 








GOOD WILL 


as a Casualty Loss Deduction 


By JEROME C. BACHRACH 


Claims for loss of good will have been denied in so many court decisions 
that it is the government's natural tendency to refuse 

to allow the claimed deduction. The author contends, on the basis of cases 
which he cites and discusses, that the deduction will be upheld 

by the courts if the taxpayer's counsel can show clear authority for it. 


CORPORATION suffers a disastrous 

fire. Its building, inventory, fixtures, 
etc., are destroyed. Neither the corporation 
nor its shareholders ever resume the same 
business. To the extent not reimbursed by 
insurance, the corporation’s tangible assets 
have clearly suffered a deductible casualty 
loss. But suppose the taxpayer also has a 
tax basis for good will. Perhaps the com- 
pany already owned a profitable business 
on March 1, 1913; or perhaps at some time 
it paid for good will. The question then 
arises as to whether the corporation may 
increase its casualty loss deduction, and 
possibly a‘loss carry-back, by the tax basis 
of its good will. Claims for loss of good will 
have been denied in so many court decisions 
that a revenue agent’s natural tendency is 
to refuse to go along with the claimed de- 
duction unless the taxpayer’s representative 
can show some clear authority for it. The 
purpose of this article is to examine what 
little positive authority there is on the sub- 
ject and to come to a conclusion. 


First, however, we should dispose of a 
specious objection sometimes raised by an 
examining agent. This is that the share- 
holders obtain their full tax benefit for loss 
of good will through their deductions for 
worthlessness of their stock. To also allow 
the corporation a loss, it is argued, would 
be to give a double deduction. This is 
clearly incorrect. Corporate profits are sub- 
ject to “double taxation,” that is, first the 
corporate levy and then the individual sur- 
taxes on distributions of profits. Likewise, 
corporate losses properly result in “double 
deductions,” that is, first a reduction in cor- 
porate tax and, second, an increased capital 


Good Will 


loss or decreased capital gain to the share- 
holders when the corporation is liquidated. 


The Treasury Regulations under both the 
1939 and 1954 Internal Revenue Codes skirt 
the question under review without actually 
touching upon it. Regulations 118, Section 
39.23(e)-3 and Proposed Regulations Sec- 
tion 1.165-1(c)(1) provide: 


“When, through some change in business 
conditions, the usefulness in the business of 
some or all of the assets is suddenly termi- 
nated, so that the taxpayer discontinues the 
business or discards such assets permanently 
from use in such business, he may claim as 
a loss for the year in which he takes such 
action the difference between the basis .. . 
and the salvage value of the property.” 


One sees no indication here that this 
general rule is limited to tangible assets. 


Regulations 118, Section 39.23(e)-1(b) 
and Proposed Regulations Section 1.165-1 
(a)(2) both require that losses be “evi- 
denced by closed and completed transac- 
tions, fixed by identifiable events, bona 
fide and actually sustained during the tax- 
able period for which allowed.” 


Regulations 118, Section 39.23(1)-3 pro- 
vides: “No deduction for depreciation, in- 
cluding obsolescence, is allowable in respect 
of good will.” Regulations Section 1.167 
(a)-3 is the same except that the words 
“including obsolescence” have been dropped. 
It may safely be presumed that this omis- 
sion does not mean that the Treasury now 
allows obsolescence deductions for good will. 


The closest regulation in point seems to 
be Regulations 118, Section 39.22(a)-10 
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which states: “Gain or loss from a sale of 
good will results only when the business, 
or a part of it, to which the good will at- 
taches is sold, in which case the gain or 
loss will be determined by comparing the 
sale price with the cost or other basis of 
the assets, including good will.” It is of 
interest to note that the comparable pro- 
posed regulation under the 1954 Code, Sec- 
tion 1.61-6(a), refers only to realizing gain 
on the sale or exchange of good will. Pre- 
sumably the possibility of realizing loss 
from a sale of good will is to be treated 
elsewhere. 


A review of the cases refusing deductions 
for loss of good will indicates that in each 
the business had been continued in some 
form, either by the corporation itself or by 
its shareholders. For example, in Acme, 
Palmers & DeMooy Foundry Company v. 
Weiss, 1927 CCH 7094, 21 F. (2d) 492 
(DC Ohio), the taxpayer was denied a loss 
of good will when it sold one of its two 
plants but retained its name and continued 
its operations at another plant. In Tucker 
v. Alexander, 1928 CCH D-8201, 25 F. (2d) 
425 (CCA-8), shareholders were not al- 
lowed to take a loss of good will into ac- 
count in computing their liquidating gains 
where they continued the same _ business 
under the same name as a partnership. In 
Red Wing Malting Company v. Willcuts, 1927 
CCH f 7024, 15 F. (2d) 626 (CCA-8, 1926), 
a brewing corporation was not allowed a 
deduction for the loss of good will it suf- 
fered because of Prohibition, because its 
plant and equipment were not sold until 
the following year. The court seemed to 
have been influenced by the fear that a 
duplicate claim for loss of the same good 
will would be made in the following fiscal 
year when the entire business was sold. 
Similarly, in Dick & Brothers Quincy Brew- 
ing Company v. U. S., 1929 CCH D-9205, 
67 Ct. Cls. 505, VIII-1 CB 254, another 
brewery was denied a loss for worthless- 
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ness of good will because it continued a 
small near-beer business after the beginning 
of Prohibition. 


Even though the above cases, and the 
many others disallowing losses for good 
will, can probably be distinguished from 
the complete discontinuance of a business 
due to fire, research has failed to disclose 
any case allowing a good will casualty loss 
deduction as such. We must therefore pro- 
ceed by analogies and inferences. 


In I. T. 1995, III-1 CB 145, 146 (1924) 
the Commissioner ruled: 


“No loss may be claimed with respect 
[to good will] until the business to 
which the good will is attached is sold or 
otherwise disposed of at a loss. In such 
event, the loss will be determined upon the 
basis of the cost of the assets, including good 
will.” (Italics supplied.) 


“Otherwise disposed of” should be broad 
enough to include a fire. 


Stratton Grocery Company, CCH Dec. 
2847, 8 BTA 317 (1927) (acq.), VII-1 CB 
30, held that a corporation’s good will was 
of necessity sold with its operating assets. 
This conclusion was reached even though 
the corporation shortly thereafter purchased 
another business and operated it at a new 
location. By analogy, the destruction of 
all the operating assets of a business should 
imply the destruction of its good will as 
well. 

Franchises are occasionally an element 
of good will. In Robert Templin, CCH Dec. 
20,503(M), 13 TCM 787 (1954), the tax- 
payer was permitted to claim a loss of his 
automobile franchise in the year it became 
worthless. 

In Reuben H. Donnelley Corporation, CCH 
Dec. 7578, 26 BTA 107 (1932), a deduction 
for abandonment of intangible development 
costs was permitted in the year the business 
was abandoned. This case suggests that 
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the rule for abandonment of intangible 
assets should be no different from the rule 
applied to tangible assets. 

In Paul Jones & Company v, Lucas, 5 ustc 
7 1537 (DC Ky., 1931), aff'd, 5 ustc {ff 1538, 
64 F. (2d) 1016, 1018 (CCA-6, 1933), the 
question was whether or not a deduction 
could be allowed for purchased trade names 
and trade-marks in the year the taxpayer 
went out of business. The court linked the 
tax treatment of these intangibles to good 
will, saying: 

“Trade-marks and trade names constitute 
intangible property, identical with or closely 
allied to the good will of a business, and 
the value thereof can not be recovered, 
in whole or in part, by deductions for 
obsolescence, under the provisions of the 
Revenue Act of 1918. 


“While the Supreme Court has held that 
trade-marks, trade-brands and good will 
can not be recovered through deductions 
for obsolescence, it has never been held 
that the taxpayer may not deduct, under the 
provisions of Section 234(a)(4), a loss 
actually and definitely sustained during the 
taxable year of money invested in trade- 
marks and brands 41 

The closest case in point is probably 
Metropolitan Laundry Company v. U. S., 52-1 
ustc $9129, 100 F. Supp. 803, 806 (DC 
Calif., 1951). The court allowed a deduction 


LAWMAKER TAKES HARD LOOK 


“Actual experience to date in those 
areas of the Code where major efforts 
for technical and substantive revision 
were made have shown them deficient 
in terms of administrability, compli- 
ance, and fairness. Additional evidence 
is found in the difficulty which the 
Treasury Department, despite its wholly 
commendable efforts, has found in is- 
suing regulations pursuant to these 
new statutory provisions. It has had 
to resort, as perhaps never before, to 
interpretation of statutes which were 
intended to eliminate the need for 
administrative discretion and ruling. 
In many instances, it has had to gloss 
over provisions, the precise application 
of which has so far defied the capacity 
of our vocabulary. And in many 
other instances, it has been necessary, 
apparently, to rely on judicial and 
administrative rules and interpretations 
under the 1939 Code to satisfy the 
daily demands of administration. 

“Apart from errors of commission, 
the 1954 Code reflects numerous er- 


Good Will 


under Section 23(f) for the abandonment 
of laundry routes, saying: 

“It may be granted that good will cannot 
exist in the abstract, apart from a going 
business, and that, generally speaking, the 
good will of a business cannot be entirely 
disposed of or destroyed while the business 
continues. But so long as the busi- 
ness and the good will disposed of may be 
assigned a distinct transferable value, the 
transaction may properly be recognized, for 
tax purposes, as a closed one.” 


It is particularly interesting in the Metro- 
politan Laundry case to note that the govern- 
ment was arguing therein that the taxpayer 
should not be entitled to a loss deduction in 
1943 for abandonment of its good will be- 
cause its good will had been destroyed in the 
fire of 1906: 


“The United States points out that large 
sections of San Francisco were laid waste 
by the fire of 1906. The Court is 
asked to assume from these facts that the 
laundry routes were wholly lost in 
Le aed 

Based on these authorities it is the writer’s 
conclusion that a court would allow a 
casualty loss deduction for destruction of 
good will by a fire which completely and 
finally ended the taxpayer’s business. 

[The End] 


AT 1954 CODE 


rors of omission. Many provisions of 
the 1939 Code pertaining to some of 
the most pressing problem areas were 
carried over virtually unchanged into 
the new law, at least insofar as the 
basic substance of these provisions is 
concerned, An outstanding example 
is afforded by Subchapters O and P, 
dealing with capital gains and losses. 
Since the inception of the income tax, 
the tax lawmaker has been plagued 
with problems of definition in this 
area. We have seen capital gains 
treatment extensively proliferated to 
the point where it now applies to a 
significant number of transactions in 
which nothing recognizable as a capital 
asset or as a sale or exchange is in- 
volved. The Code of 1954 made no 
contribution toward resolution of these 
difficulties, but rather added to them. 
. much of the work of structural 
improvement in our tax system remains 
to be done.”—Representative Wilbur 
D. Mills, before the Tax Executives 
Institute, February 18, 1957. 
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The Short-Term Trust and Charitabl 


By means of the short-term trust device as it exists under the 
1954 Code, unlimited charitable contributions, free from taxation, may be made 


by wealthy (and not-so-wealthy) taxpayers. 


The corpus or income of 


the trust may revert to the grantor within a period of less than ten years 
but not less than two years and, at the same time, the grantor’s 

personal charitable deduction is unaffected. The authors explore the 
historical background and explain the use of this device. 

Mr. Tomson is a partner in the New York City law firm of Bernstein, Weiss, 
Tomson, Hammer & Parter, and Mr. Jaffe, also of New York City, is a CPA. 


HE public-spirited citizen who is deeply 

committed to a particular charity or 
charities is faced with the dilemma of re- 
stricting his contribution to an amount per- 
mitted as a “deduction” or of bearing an 
unconscionable burden of taxation upon the 
additional monies contributed. However, 
under the 1954 Internal Revenue Code a 
possible solution to this problem is offered 
by the taxpayer’s use of a short-term trust. 
This solution is not well known, nor often 
used to advantage, but its importance to 
organizations which rely upon charitable 
donations cannot be overemphasized. 


Under the 1954 Code, income of a trust 
which is irrevocably payable to certain types 
of charitable organizations for a period of 
at least two years will be excluded from 
taxation. If the taxpayer owns income- 
producing real property or securities and is 
willing to divest himself of control of such 
property for at least two years, he is per- 
mitted to contribute such income to charity 
(subject to the reservations discussed) by 
the creation of a short-term trust, and said 
income will be free of taxation. 

The desire of.the taxpayer to effect tax 
savings and his reluctance to divest himself 
of control over his property are often con- 
flicting goals. In the past many taxpayers 
have attempted to save taxes by splitting 
their income through the device of a short- 
term family trust. The courts, however, 
have often frustrated the donor’s intent by 
ruling that the income of a trust is taxable 
to the grantor if the corpus of the trust is 
to revert to the grantor within a relatively 


350 


May, 1957 ®@ 


short period of time. These judicial de- 
cisions were not determinative. It was the 
purpose of the 1954 Code to formulate 
statutory rules for determining whether the 
grantor of a trust shall be taxable on the 
income therefrom. The chief determining 
factors under the Code are the duration of 
the trust and the power of the grantor to 
control its beneficial enjoyment. For almost 
all purposes, the income of a trust which 
reverts to the grantor within ten years is 
taxable to the grantor. 

The most important exception to the ten- 
year reversionary rule relates to the income 
of trusts which is payable to charitable 
organizations. It is provided under the 
Code that the ten-year rule shall not apply 
if, under the terms of a trust, the income is 
irrevocably payable for a period of at least 
two years to a beneficiary consisting of 
certain designated types of charitable or- 
ganizations. The statute (Section 673(b)) 
provides: 

“Exception Where Income Is Payable to 
Charitable Beneficiaries.—Subsection (a) shall 


not apply to the extent that the income of 


a portion of a trust in which the grantor 
has a reversionary interest is, under the 
terms of the trust, irrevocably payable for 
a period of at least 2 years (commencing 
with the date of the transfer) to a desig- 
nated beneficiary, which beneficiary is of a 
type described in section 170(b)(1)(A)(i), 
(ii), or (iii).” 

The grantor of a trust, the income of 
which is irrevocably payable for at least two 
years to certain charitable organizations, 
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ontributions 


By BERNARD TOMSON 
and HERMAN JAFFE 


is free from taxation of that income. The 
grantor has the right to an unlimited char- 
itable deduction for the trust income, and 
he receives this at the price of only a short- 
term commitment. The corpus or income 
of the trust may revert to him after two 
years without affecting the exclusion of the 
income of said trust for that period from 
taxation. In addition, the grantor retains 
the right to make additional charitable con- 
tributions which are deductible under the 
20 per cent plus 10 per cent standard pro- 
visions of the Code. 

The charitable organization qualifying 
under Section 673 must be a church; a 
convention or association of churches; a 
religious order; a hospital; or an educa- 
tional organization which normally main- 
tains a regular faculty and curriculum and 
normally has a regularly enrolled body of 
pupils or students in attendance at the 
place where its educational activities are 
regularly carried on. 

Under the proposed regulations of the 
Commissioner of Internal Revenue (Regu- 
lations Section 1.673(b)) it is emphasized 
that the income payable to a charitable 
organization must be irreyocably payable to 
a single designated beneficiary for at least 
two years. The regulations provide: 

“(b) Income must be irrevocably payable 
to a designated beneficiary for at least 2 
years commencing with the date of the 
transfer before the benefit of section 673 (b) 
will apply. Thus, section 673 (b) will not 
apply if income of a trust is irrevocably 
payable to University A for 1 year and then 
to University B for the next year; or if in- 
come of a trust may be allocated among two 
or more charitable beneficiaries in the dis- 
cretion of the trustee or any other person.” 

Thus, unlimited charitable contributions, 
free from taxation, may be made by the 
device of a short-term trust, the corpus or 
income of which may revert to the grantor 


Short-Term Trust 


within a period of less than ten years but 
not less than two years. At the same time, 
the grantor’s own allowable, personal chari- 
table deduction is unaffected. 

In order to understand fully the objec- 
tives of the 1954 Code and its advantageous 
use, it is first necessary to consider its his- 
torical background. 

In 1930, the Supreme Court in Poe v. 
Seaborn, 2 ustc J§ 611, 282 U. S. 101, held 
that only one half of the income of a hus- 
band and wife in a community property 
state could be taxed to the husband be- 
cause he only owned one half thereof. 


In Hoeper v. Tax Commission of Wiscon- 
sin, 1 stc J 282, 284 U. S. 206, the Supreme 
Court held, in 1931, that in the absence of 
control over her income, a husband could 
not be taxed upon the income of the wife. 
In this case Justices Holmes and Brandeis 
in a dissenting opinion argued that the 
wife’s income should be taxable to the hus- 
band because he enjoyed his wife’s income 
in that it contributed to payment of family 
expenses. In 1935 the Supreme Court in 
Douglas v. Willeuts, 36-1 ustc J 9002, 296 
U. S. 1, applied this principle to trusts by 
holding that the income of a trust was 
taxable to the person who enjoyed it. 


In 1940 the Supreme Court decided the 
now-famous case of Helvering v. Clifford, 
40-1 ustc 9 9265, 309 U. S. 331. Prior to 
this decision the use of a short-term family 
trust to split income and thereby reduce 
taxes was a favored device. In the Clifford 
case the grantor irrevocably transferred cer- 
tain property to himself as trustee for a 
term of five years with the income payable 
to his wife during the duration of the trust 
and, upon the expiration of the trust, the 
corpus reverted to the grantor. He also 
retained substantial powers of control and 
management of the trust property and its 
income. 


In the Clifford case, the Supreme Court 
declared that where the grantor of a trust 
is the trustee and the beneficiaries are 
members of his family group, special scru- 
tiny of the arrangement is necessary in 
order to ascertain whether, in fact, more 
than one economic unit exists. The Court 
concluded that because of the short du- 
ration of the trust, the fact that the bene- 
ficiary was the grantor’s wife, and because 
the grantor retained control over the corpus 
and income, the income of the trust was 
taxable to the grantor. 

The Clifford case did not establish a clear- 
cut standard for the future. The Court 
stated in that case: 


no one fact is 
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normally decisive but that all considerations 
and circumstances of the kind we have 
mentioned are relevant to the question of 
ownership ... .” As a consequence, the 
Clifford case was followed by a flood of de- 
cisions in which the applicability of the 
Clifford rule was considered and in which 
various combinations of facts were presented. 


The Commissioner of Internal Revenue 
adopted a series of regulations effective in 
1946 incorporating the rule of the Clifford 
case, but this did not result in complete 
clarification of the situation. As a result, 
Congress attempted to codify, with modi- 
fications, the decisions of the courts and 
the regulations of the Commissioner by 
adopting Sections 671-678 of the 1954 Code. 
The goal of the enactment was to establish 
a specific formula for determining the in- 
cidence of taxation of trust income by which 
grantors could be guided. 


The underlying theme of the 1954 Code, 
in determining the taxability of trust in- 
come, is the aid given the grantor in making 
certain that the grantor has divested him- 
self of ownership and, therefore, that he 
will not be taxed. By defining the duration 
of a proper short-term trust and the manner 
of its establishment, the act determines 
whether or not the grantor has divested 
himself of control and shifted the income 
to a new entity for tax purposes. 


Section 673 of the 1954 Code is concerned 
with the short-term trust. It is generally 
provided under this section that the grantor 
of a trust shall be taxable on the income 
therefrom if he has a reversionary interest 
in either the corpus or the income which 
will or may reasonably be expected to take 
effect within a period of ten years. Section 
673(a) provides: ; 


“General Rule.—The grantor shall be 
treated as the owner of any portion of a 
trust in which he has a reversionary interest 
in either the corpus or the income there- 
from if, as of the inception of that portion 
of the trust, the interest will or may reason- 
ably be expected to take effect in possession 
or enjoyment within 10 years commencing 
with the date of the transfer of that portion 
of the trust.” 


The regulations under the 1939 Code 
(Regulations 118, Section 39.22(a)-21(c)) 
provided that if a trust continued for ten 
years or more but for less than 15 years, 
the income was taxable to the grantor if 
he retained certain specified powers of ad- 
ministration. Section 673 of the 1954 Code 
has now modified this rule by expressly 
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setting forth that a reversion of the corpus 
or income to the grantor within a period 
of ten years is that dominant type of con- 
trol which will make the income of the trust 
taxable to the grantor. 


In May of 1956 the Commissioner of 
Internal Revenue proposed regulations under 
Sections 671-678 of the 1954 Code. The pro- 
posed regulations relating to Section 673 of 
the Code (Section 1.673(a)-1) provide for 
the situation in which the grantor’s rever- 
sionary interest takes effect by reason of 
some event other than the expiration of a 
specific term of years or other than the 
death of the income beneficiary. Generally, 
the rule provides that the grantor is treated 
as the owner of the trust “if the event may 
reasonably be expected to occur within 10 
years of the date” of the creation of the 
trust. The regulations further provide that 
if the reversionary interest is subject to a 
contingency, the income of the trust is tax- 
able to the grantor “if the reversionary in- 
terest may, taking the contingency into 
consideration, reasonably be expected to 
take effect in possession or enjoyment within 
10 years.” 


A trust, the corpus or income of which 
does not revert for a period of at least ten 
years, can be utilized for income-splitting 
with its consequent tax savings. The in- 
come of a trust is either taxable to a bene- 
ficiary or to the trust, if the income is 
accumulated. In the Congressional com- 
mittee reports relating to the 1954 Code, 
“simple” and “complex” trusts were dis- 
tinguished. In the “simple” trust, the fiduciary 
is required to distribute all the income 
earned during the taxable year, and that 
income is taxable to the beneficiary whether 
or not the actual distribution was in fact 
made. In the “complex” trust, income may 
be accumulated and payments made out of 
corpus or income set aside for charitable 
contributions. The amount taxable to the 
beneficiary of the trust is limited to the 
distributable net income. The 1954 Code 
does not distinguish between “simple” and 
“complex” trusts and it does not prevent a 
fiduciary, by either express direction or act- 
ing pursuant to a discretionary trust, from 
allocating tax-exempt interest or long-term 
capital gains to a particular beneficiary. 


The first important exception to the ten- 
year requirement is that relating to chari- 
ties, already discussed. Another exception to 
the ten-year reversionary rule is the provi- 
sion contained in Section 673(c) of the 1954 
Code to the effect that this rule will not 
apply if the reversionary interest of the 
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Contributions to charitable 
organizations could be increased 
greatly if the tax advantages 

of the short-term trust method 

were more widely known. 

However, care must be taken in the 
creation of the trust, and pitfalls in the 
Code and regulations must be avoided. 
This is the job for an expert. 


grantor is not to take effect until the death 
of the person or persons who are to receive 
the income under the trust. The section 
provides: 

“Reversionary Interest Taking Effect at 
Death of Income Beneficiary.—The grantor 
shall not be treated under subsection (a) 
as the owner of any portion of a trust where 
his reversionary interest in such portion is 
not to take effect in possession or enjoy- 
ment until the death of the person or per- 
sons to whom the income therefrom is 
payable.” 

The grantor is not treated as the owner 
of a trust where a reversionary interest 
takes effect upon the death of the life bene- 
ficiary, even if the life beneficiary has a life 
expectancy of less than ten years. The pro- 
posed regulations of the Commissioner 
state: 


a grantor is not treated as the 
owner of any portion of a trust by reason 
of section 673 if his reversionary interest 
in the portion is not to take effect in pos- 
session or enjoyment until the death of 
the person or persons to whom the income 
of the portion is payable, regardless of the 
life expectancies of the income beneficiaries.” 


If, however, the reversionary interest of 
the grantor is to take effect upon the 
grantor’s death or upon some person's death 
other than the life income beneficiary, then, 
in that event, the grantor will be treated 
as the owner of the trust, and the income, 
therefore, will be taxable to him, unless his 
life expectancy or that of such other person 
is ten years or longer. 

The splitting of income by creating a 
trust, the income of which is paid to a mem- 
ber of the family for a period of at least ten 
years, can result in surprising tax savings 
which increase in proportion to the grantor’s 
tax bracket. Any taxpayer, however, even 


in the lower brackets, can effectuate sav- 
ings if he owns income-producing property 
or securities which can make up the corpus 
of the trust and which he does not need to 
“touch” for at least ten years. Income can- 


Short-Term Trust 








not be split, however, by paying income of 
a trust to a member of the grantor’s family 
in satisfaction of the grantor’s legal obliga- 
tions. 


In determining tax savings by the use of 
a short-term trust, the applicability and the 
amount of gift tax must be considered. 
Property transferred to a noncharitable 
short-term trust is subject to a gift tax that 
is determined by the difference between 
the value of the property transferred and the 
value of the donor’s retained interest. The 
donor’s retained interest is the present value 
of what will be returned to him at the end 
of the trust. 


Assuming that a donor has utilized his 
specific exemption of $30,000 ($60,000 if the 
gift is by both husband and wife) and his 
annual exclusion of $3,000 ($6,000 if the 
gift is by both husband and wife), property 
of $100,000 transferred to a ten-year short- 
term trust would be subject to a gift tax 
on $29,108.10. This is based upon the fact 
that the value of this property to the donor 
at the end of the ten-year term would be 
$70,891.90. The value of the gift increases 
in proportion to the length of the term of 
the trust. 


As indicated, the short-term trust, if 
used properly, can accomplish substantial 
tax savings. Its most effective use, how- 
ever, is in the field of charitable contribu- 
tions. There is no gift tax obligation on 
gifts to charitable trusts. As previously 
pointed out, persons with large annual 
incomes are restricted to the 30 per cent 
limitation on amounts they may donate to 
charity. However, by creating a short-term 
trust, they may obtain a much greater de- 
duction with very little reduction in net 
income. A husband and wife with a gross 
income of $500,000 a year could contribute 
$150,000 to charity under the 30 per cent 
allowable deduction, Assuming other stand- 
ard deductions of $2,200, their federal in- 
come tax would be $266,660, leaving a 
balance of net income in the sum of $83,060. 


On the other hand, however, if this couple 
established a two-year short-term trust, 
they could contribute $250,000 to a qualified 
charity and, after paying a federal income 
tax of approximately $177,182, there would 
be remaining as net income the sum of 
$72,818. Thus, by a simple temporary con- 
version of passive income, this couple would 
be able to increase their contribution from 
$150,000 to $250,000 at a net loss of income 
to them of $10,242. The following charts 
indicate the great advantages of charitable 
short-term trusts for different income levels: 
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Conventional Charitable Contribution 





Gross 30 Per Cent Contributed Taxable Federal Cash Available 
Income to Charity Income Income Tax to Taxpayer 
$100,000 $ 30,000 $ 67,800 $ 31,390 $38,610 
$200,000 $ 60,000 $137,800 $ 82,524 $57,476 
$250,000 $ 75,000 $172,800 $111,192 $63,808 
$300,000 $ 90,000 $207,800 $141,582 $68,418 
$400,000 $120,000 $277,800 $203,882 $76,118 
$500,000 $150,000 $347,800 $266,660 $83,060 
Charitable Contribution by Use of Short-Term Trust 
Contributed to 
Charity from 
Income of 
Property 
Transferred to 
Gross Short-Term Taxable Federal Cash Available 
Income Charitable Trust Income Income Tax to Taxpayer 
$100,000 $ 50,000 $ 47,800 $ 19,002 $30,998 
$200,000 $100,000 $ 97,800 $ 52,042 $47,958 
$250,000 $125,000 $122,800 $ 70,824 $54,176 
$300,000 $150,000 $147,800 $ 90,558 $59,442 
$400,000 $200,000 $197,800 $132,726 $67,274 
$500,000 $250,000 $247,800 $177,182 $72,818 
Comparison of Conventional Charitable Contribution 
and Contribution by Use of Short-Term Trust 
Additional Charitable Net Reduction 
Gross Contribution by Use of Income 
Income of Short-Term Trust to Taxpayer 
$100,000 $ 20,000 $ 7,612 
$200,000 $ 40,000 $ 9,518 
$250,000 $ 50,000 $ 9,632 
$300,000 $ 60,000 $ 8,976 
$400,000 $ 80,000 $ 8,844 
$500,000 $100,000 $10,242 


Undoubtedly contributions to hospitals 
and other qualified organizations could be 
increased greatly if the tax advantages of 
the short-term trust method of charitable 
contribution were more widely known. Its 
successful use, however, is dependent upon 
care in the creation of the trust and cautious 
avoidance of the pitfalls contained in the 
complexities of the 1954 Code and the regu- 
lations thereunder. This is the job for an 
expert. However, two conclusions definitely 
may be drawn: 


(1) Every taxpayer whose income reaches 
the 50 per cent rung on the income-tax 
ladder should investigate carefully the tax 
savings applicable to his particular situation 
if he used the short-term trust device. 


(2) Every charity owes a duty to itself, 
and the individuals more than usually de- 
voted to it, to make known to them the tax 
advantages inherent in the short-term trust 
where the charity is the beneficiary. 


[The Fd] 


“The power to investigate, broad as it may be, is also subject to recognized 
limitations. It cannot be used to inquire into private affairs 

unrelated to a valid legislative purpose. Nor does it extend to an area in 
which Congress is forbidden to legislate.’’—Earl Warren. 
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By MAXWELL H. RASMAN 
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* ‘emp ti. ms 


This article points out a threat posed by the ‘‘constructive ownership”’ 

rule on stock redemptions to the buy-out agreements usually used 

by family corporations. The holdings of the principal stockholder together 
with the holdings of the beneficiaries may result 

in a disastrous tax under the ‘‘essentially equivalent to a dividend” rule. 
This is the rule to be found in Section 302 which 

sets up four possibilities for capital gain treatment. The constructive 
ownership rule is to be found in Section 31 8(a). 

Estate planning requires considerable foresight with these sections in mind. 


Es 1954 Internal Revenue Code pro- 
vides: “. stock shall be treated as 
redeemed by a corporation if the corpora- 
tion acquires its stock from a shareholder 
in exchange for property, whether or not 
the stock so acquired is cancelled, retired, 
or held as treasury stock.” * 


“ 


bt ‘property’, for purposes of , 
[this section] means any property (including 
money, securities, and indebtedness to the 
corporation) other than stock, or rights to 
acquire stock, in the corporation making the 
distribution.” * 


While substantially restating prior law, 
Section 302 sets up special rules where there 


11954 Internal Revenue Code Sec. 317(b). 
2 Regs. Sec. 1.317-1. 
3 Regs. 118, Sec. 39.115(g)-1 (1953). 


Stock Redemptions 


is a “substantially disproportionate” redemp- 
tion or a termination of a shareholder’s in- 
terest. However, the prior code was indefinite 
in determining whether a redemption was 
essentially equivalent to a dividend when 
there was a family or other close relation- 
ship between stockholders.’ This problem 
arose in closely held corporations. In 1951 
a regulation was proposed which provided 
that close family relationships should be 
taken into account in the appraisal of a stock 
redemption under Section 115(g)(1) of the 
1939 Internal Revenue Code.* This pro- 
posed amendment was never adopted, and 
was eventually withdrawn. However, the 
1954 Code adopted strict rules with respect 


* Proposed amendment, Regs. 111, Sec. 


29.115-9, 16 Federal Register 10312 (1951). 
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to the attribution of constructive ownership 
of stock in connection with stock redemp- 
tions, where there were family or other close 
relationships between stockholders in a closely 
held corporation.® 

Section 302 of the Code deals with the 
determination of whether a redemption of a 
corporation’s stock will be taxable as a 
capital gain or as a dividend to the recipient 
of a distribution where money or other prop- 
erty is received by a stockholder in exchange 
for his stock. This section sets up four 
types of exchanges qualifying for capital 
gains treatment. Such treatment is permit- 
ted if the redemption is: (1) not essentially 
equivalent to a dividend; * (2) substantially 
disproportionate;" (3) a termination of a 
stockholder’s interest in the corporation; * 
or (4) a redemption of stock issued by a 
railroad corporation under Section 77 of the 
Bankruptcy Act.’ Section 318(a) relating 
to constructive ownership of stock applies 
to all redemptions under Section 302, except 
that in the termination of a shareholder’s 
interest, certain limitations are placed on the 
application of Section 318(a)(1) by Section 
302(c)(2).” 


Redemptions Not Essentially Equivalent 
to Dividend 


The Internal Revenue Code has, for many 
years, had a provision preventing the use of 





5 1954 Code Sec. 318. 

® 1954 Code Sec. 302(b) (1). 

71954 Code Sec. 302(b) (2). 

§ 1954 Code Sec, 302(b) (3). 

® 1954 Code Sec. 302(b) (4). 

” 1954 Code Sec. 318. 

11 1939 Code Sec. 115(g) (1), 53 Stat. 47. 

® Boyle v. Commissioner, 51-1 ustc J 9196, 187 
F. (2d) 557 (CA-3), cert. den., 342 U. S. 817; 
Rheinstrom v. Conner, 42-1 ustc § 9279, 125 F. 
(2d) 790 (CCA-6); Flanagan v. Helvering, 40-2 
ustc { 9710, 116 F. (2d) 937 (CCA of D. C.). 

1 Arthur M. Goodwin, CCH Dec. 9397, 34 BTA 
485 (1936) (acq.), XV-2CB 10 (1936); James D. 
Robinson, CCH Dec. 7974, 27 BTA 1018, aff'd, 
4 ustc { 1263, 69 F. (2d) 972 (CCA-5, 1934). 
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distributions in partial liquidation of a cor- 
poration as a guise for distributions which 
are essentially dividends. After numerous 
amendments over the years, the law imme- 
diately prior to the 1954 Code still was 
couched in generalities: “ that the distribu- 
tions in partial liquidation would be taxed 
as a dividend if made “at such time and in 
such manaer as to [be] essentially 
equivalent to the distribution of a taxable 
dividend ... .” 


In examining the cases under pre-1954 
law, we find that the courts have found divi- 
dend equivalency in the following situations: 


(1) The distribution was made pro rata 
among the shareholders.” 


(2) The stock which was redeemed had 
been issued as a dividend shortly before the 
redemption.” 


(3) The corporation had paid either no 
dividends or few dividends in the past.” 


(4) There had been a large surplus for a 
number of years prior to the distribution.” 


(5) The distribution was instigated by the 
shareholders.” 


In cases involving pre-1954 law, where the 
courts found the distribution not to be es- 
sentially equivalent to a dividend the follow- 
ing reasons were stressed: 


(1) The distributions were disproportion- 
ate among shareholders.” 


4 Fostoria Glass Company v. Yoke, 42-2 ustc 
{ 9616, 45 F. Supp. 962 (DC N. D.); Boyle v. 
Commissioner, cited at footnote 12; Bertram 
Meyer, CCH Dec. 14,583, 5 TC 165 (1945), 
rem'd, 46-1 ustc { 9197, 14 F. (2d) 55 (CCA-3), 
on remand CCH Dec. 15,521, 7 TC 1381 (1946). 

% Rheinstrom v. Conner, cited at footnote 12; 
G. C. M. 11304, XII-1 CB 135 (1933); cf. Joseph 
W. Imler, CCH Dec. 16,691, 11 TC 836 (1948) 
(acq.), 1949-1 CB 2. 

% A, EH. Levit, CCH Dec. 11,721, 43 BTA 1077 
(1941). 

" R. W. Creech, CCH Dec. 12,240, 46 BTA 93 
ustc {§ 9734, 131 F. (2d) 200 (CCA-8); McGuire 
Trust, CCH Dec. 19,068(M), 11 TCM 622. 
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(2) The redemption terminated the stock- 
holder’s interest in the corporation.” 


(3) The stock was redeemed at a price 
equal to its book value.” 


(4) There was a legitimate business pur- 
pose for making distributions: (a) contrac- 
tion of business;™” (b) instigation of cred- 
itors;™ (c) desire to have stock available 
for sale to employees.” 


The concept of “dividend equivalence” 
changed from time to time and from court 
to court. The early rule held a dividend 
equivalence would result only if the redemp- 
tion lacked a proper and reasonable business 
purpose.” 


Later, however, a number of the stronger 
circuit courts established a “net effect” doc- 
trine which held that proceeds would be 
fully taxable as dividend income, even though 
the redemption was bona fide and had a 
sound business purpose, if substantially the 
same cash would have reached the same 
stockholders had there been a dividend dis- 
tribution.* Prior to the enactment of the 
1954 Code, confusion resulted when the 
courts placed more emphasis on the “busi- 
ness purpose” test.” 


It is apparent from the regulations gov- 
erning Section 302(b)(1) that the “business 
purpose” is the prevailing test under the 
1954 Code because it provides that the de- 
termination of whether or not a distribution 
is “essentially equivalent to a dividend” shall 
be made without regard to the earnings and 
profits of the corporation at the time of the 
distribution.” 


This promulgation is in agreement with 
the view of the Senate Finance Committee 
which, in its comment to Section 302, stated 
that dividend equivalence is to be measured 


8% Zenz v. Quinlivan, 54-2 ustc { 9445, 213 F. 
(2d) 914 (CA-6); Carter Tiffany, CCH Dec. 
18,387, 16 TC 1443 (1951) (nonacq.), 1951-2 CB 
6; cf. Hirsch v. Commissioner, 41-1 ustc { 9782, 
124 F. (2d) 24 (CCA-9, 1940). 

” A. C. Monk, CCH Dec. 16,007(M), 6 TCM 
1015, app. dism’d, CCA-4, March 23, 1948. 

2 Vesper Company, Iuc. v. Commissioner, 42-2 
ustc § 9734, 131 F. (2d) 200 (CCA-8); McGuire 
v. Commissioner, 36-2 ustc { 9338, 84 F. (2d) 
431 (CCA-7), cert. den., 299 U. S. 591. 

1 R. W. Creech, cited at footnote 17; A. C. 
Monk, cited at footnote 19; Ada M. McFarlane, 
CCH Dec. 20,338(M), 13 TCM 467. 

2 Fred B. Snite, CCH Dec. 16,311, 10 TC 523, 
aff'd, 49-2 ustc {§ 9470, 177 F. (2d) 819 (CA-7). 

% Henry B. Babson, CCH Dec. 7954, 27 BTA 
859, aff'd, 1934 CCH { 9229, 70 F. (2d) 304 
(CCA-7); J. Natwick, CCH Dec. 9807, 36 BTA 
866 (1937). 

* Smith v. U. 8., 41-2 ustc J 9565, 121 F. (2d) 
692 (CCA-3); Kirschenbaum v. Commissioner, 
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by the “business purpose” and not the “net 
effect” doctrine.” 

The provision giving capital gains treat- 
ment to redemptions not “essentially equiv- 
alent” to a dividend was intended to reaffirm 
the prior law on this subject.” However, 
this purpose seems to be defeated to a great 
extent through the application of the rules 
of “constructive ownership” under Section 


318(a).” 


Under these rules, a stockholder owns 
not only the shares which are, directly 
or indirectly, held by him as a matter of 
property law, but he is also deemed to own 
stock which is held by his spouse, parents, 
children or grandchildren, or which is held 
through a partnership of which he is a 
member, a trust or estate of which he is a 
beneficiary, or a corporation of which he 
owns 50 per cent or more in value of stock. 
The regulations clearly apply the “construc- 
tive stock ownership” rules to the question 
of whether a distribution is essentially equiv- 
alent to a dividend.” 


The importance of the application of the 
“constructive stock ownership” rules to the 
“dividend equivalency” test is evident when 
we consider that under prior law, the Treas- 
ury was relatively unsuccessful in advancing 
the family-unit doctrine and its contention 
that a redemption should be treated as a 
dividend if the ownership of stock within 
the family remained relatively unchanged.” 
What the courts have termed “nonpro-rata” 
redemptions may’ now become “pro-rata” 
redemptions by reason of the fact that the 
taxpayer, together with the members of his 
family, owned all or most of the outstanding 
stock." Naturally, the question of stock 
ownership may not be the important element 
in a redemption of stock, and the fact that 
there was a legitimate business purpose 
which was paramount will remove the dis- 


46-1 ustc § 9231, 155 F. (2d) 23 (CCA-2), cert. 
den., 329 U. S. 726; Flanagan v. Helvering, 
cited at footnote 12. 

% Issac Eberly, CCH Dec. 18,702(M), 10 TCM 
1157 (1951); John L. Sullivan, CCH Dec. 18,812, 
17 TC 1420 (1952); G. EH. Nicholson, CCH Dec. 
18,808, 17 TC 1399 (1952); John T. Roberts, CCH 
Dec. 18,811, 17 TC 1415 (1952), rev'd, 53-1 ustc 
{ 9257, 203 F. (2d) 304 (CA-4): Chester E. 
Spangler, CCH Dec. 19,183, 18 TC 976 (1952). 

26 Regs. Sec. 1.302-2(a). 

77H. R. 8300, S. Rept. 1622, 83d Cong., 2d 
Sess., p. 234 (1954). 

28 See report cited at footnote 27, at p. 233. 

2° 1954 Code Sec. 302(c) (1). 

%® Regs. Sec. 1.302-2(b). 

31 Estate of Ira F. Searle, CCH Dec. 17,935(M), 
9 TCM 957. 

® Keefe v. Cote, 54-2 ustc § 9455, 213 F. (2d) 
651. 
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tribution from the category of a dividend 
despite its “pro-rata” character. 


Since the current regulations ® do not take 
into account situations where hardship will 
result from a strict application of the “con- 
structive ownership” rules, some unfair and 
inequitable results are likely to follow.” 


It should be noted that failure to qualify 
under the special tests in Section 301(b) (2), 
(3) or (4) has no bearing on whether the 
distribution is essentially equivalent to a 
dividend. 


Redemptions Which Are 
Substantially Disproportionate 


There is a clarification in the 1954 Code 
which sets forth the extent to which a 
shareholder may reduce his interest in 
order to secure capital gains treatment. 
The Code requires a “substantially dispro- 
portionate” redemption and set up specific 
statutory tests which must be met in order 
to secure such capital gains benefit.” Com- 
pliance with these tests provides a statutory 
guarantee of capital gains treatment. If the 
taxpayer fails to meet the requirements of 
these tests, he is free to show that the 
distribution is not essentially equivalent to 
a dividend. 


The statutory tests provided are as follows: 


(1) “. . . immediately after the redemp- 
tion the shareholder owns less than 50 
percent of the total combined voting power 
of all classes of stock entitled to vote.” ™ 


(2) In order for a distribution to be dis- 
proportionate, the following ratios must be 
met: 


(a) Immediately after redemption, the 
ratio of the shareholder’s voting stock at 
that time must be less than 80 per cent of 
that ratio as of the time immediately before 
the redemption.” 


(b) Immediately after the redemption, 
the ratio of the shareholder’s common stock 
(whether voting or nonvoting) of the cor- 
poration at that time must be less than 80 
per cent of that ratio as of the time im- 
mediately before the redemption.® 


After redemption, the total stock of the 
corporation is reduced by the number of 
shares of stock redeemed, even if the re- 
deemed stock is not canceled and is held 


% Regs. Sec. 1.302-2. 

* Edwin S. Cohen, ‘‘Redemption of Stock 
Under the Internal Revenue Code of 1954,’’ 103 
University of Pennsylvania Law Review 759, 760 
(April, 1955). 

% 1954 Code Sec. 302(b) (2). 

% 1954 Code Sec. 302(b) (2) (B). 
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as treasury stock.” Voting stock includes 
voting preferred stock. other than preferred 
stock which, after issuance, is followed by 
a saic or redemption (commonly termed a 
preferred stock bail-out). A preferred stock 
bail-out comes under the rules of another 
section of the Code.” 


The tests for requirement (2)(a) and 
(2)(b) above are identical where all of the 
voting power is vested in one class of com- 
mon stock outstanding. However, where 
there is more than one class of common 
stock outstanding, a redemption cannot 
qualify as “substantially disproportionate,” 
unless the stockholder’s common stock, vot- 
ing or nonvoting, is also reduced to less 
than 80 per cent of his prior interest, in 
terms of the ratio before and after the re- 
demption. When there is more than one 
class of common stock, the determination 
under this test must be made by reference 
to fair market value.” 


The regulations point out the following: ” 


(1) The tests under this section on “sub- 
stantially disproportionate” redemption ap- 
ply to each stockholder separately, and only 
with respect to stock which is issued and 
outstanding in the hands of all of the 
stockholders. 


(2) The tests under this section apply 
only to a redemption of voting stock or toa 
redemption of both voting and other stock. 


(3) Under this section, stock which does 
not have voting rights until the happening 
of an event, such as a default on the pay- 
ment of dividends on preferred stock, is not 
considered voting stock until the happening 
of that event. 


(4) Once a redemption of a shareholder’s 
stock qualifies as a “substantially dispro- 
portionate” redemption under these tests, 
the simultaneous redemption of some of his 
nonvoting preferred also qualifies for capital 
gains treatment. 


(5) If a redemption is limited to non- 
voting preferred stock, it must qualify 
under one of the other redemption provi- 
sions to be accorded capital gains treatment. 


An algebraic formula to implement the 
application of the tests necessary for a re- 
demption to qualify as “substantially dis- 
proportionate” may be derived as follows: 


37 1954 Code Sec. 302(b)(2)(C). 

38 1954 Code Sec. 302(b) (2) (C). 

% 1954 Code Sec. 317(b). 

# 1954 Code Sec. 306. 

*1 1954 Code Sec. 302(b) (2) (C) (ii). 
# Regs. Sec. 1.302-3(a). 
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a= number of shares held by share- 
holders before redemption. 


b = number of shares outstanding. 
x = number of shares to be redeemed. 
a. 50% ratio 











a-x 50% 

—_ = orx = 2a — b 

b-x 100% 

b. 80% ratio 

(a-x) 80%a 20ab 
= or x = ———_—— 

(b-x)  100%b 100b-80a 


In the case of a corporation redeeming 
more than one class of common stock, the 
fair market value may be substituted in the 
above formulas for the number of shares of 
stock. Where a shareholder owns less than 
62% per cent of the stock of a company, 
the 50-per-cent-limitation rule is ineffective, 
since the application of the 80-per-cent- 
stock-ownership rule after redemption will 
result in ownership of less than 50 per 
cent of the company. 


The section governing redemptions which 
are “substantially disproportionate” have 
two important qualifications. They are: (1) 
The stockholders for whom the tests are 
being applied may be charged with the 
“constructive ownership” of stock held by 
members of the family and other entities 
having a close relationship as prescribed 
by Section 318(a).“ (2) Although the re- 
demption may be “substantially dispro- 
portionate” with respect to a particular 
stockholder and qualify under this section, 
if the redemption from him is one of a 
series of redemptions made or to be made 
from two or more stockholders under an 
over-all plan leaving the relative propor- 
tionate interests substantially unchanged, 
the redemption will not qualify as “sub- 
stantially disproportionate.” “ 


In applying the “constructive ownership” 
rules to a redemption qualifying under this 
section, a shareholder must include not only 
the stock which he owns personally, but he 
must attribute to himself stock held by his 
family (meaning his spouse, unless legally 
separated, his children, grandchildren, and 
parents), partnerships of which he is a part- 
ner, estates or trusts of which he is a 
beneficiary or the economic owner, and cor- 
porations in which he owns 50 per cent or 
more in value of the stock.“ It is the com- 
bination of the stock which a shareholder 
owns and which is attributed to him under 


#3 1954 Code Sec. 302(c) (1). 

#1954 Code Sec. 302(b)(2)(D); 
1.302-3(a). 

© 1954 Code Sec. 318(a). 
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the rules of “constructive ownership” that 
must satisfy the various tests (50 per cent 
and 80 per cent) required by this section. 


Complete Termination 
of Shareholder’s Interest 


The rule under the 1939 Code permitting 
capital gains treatment when there has been 
a redemption involving all of the stock of a 
particular shareholder was followed by the 
provision in the 1954 Code, but the new 
Code adds the new attribution rules involving 
“constructive ownership” of stock to this 
section.“ 

In qualifying for capital gains treatment, 
a stockholder completely terminating his in- 
terest in a corporation is relieved from 
attributing to himself, under the “construc- 
tive ownership” rules stock owned by his 
spouse, children, grandchildren and parents,” 
if he meets the following requirements: “ 


(1) The distributee, immediately after 
the redemption, must retain no interest in 
the corporation (including an interest as 
officer, director or employee), other than an 
interest as a creditor. 


(2) The distributee must not acquire 
such an interest (other than stock acquired 
by bequest or inheritance) within ten years 
from the date of such distribution. 


(3) The distributee must notify the Secre- 
tary of the Treasury or his delegate of any 
such acquisition and retain certain records. 


If the distributee acquires such interest 
(other than by bequest or inheritance) 
within ten years, the statute of limitations 
as to any deficiency in the year of redemp- 
tion resulting from such acquisition will 
remain open for one year after the Secre- 
tary or his delegate is notified. But the 
statute of limitations as to the year of re- 
demption is open only as to this one item 
and not other changes.” 


The regulations provide that the agree- 
ment specified above shall be filed in the 
form of a separate statement in duplicate, 
signed by the distributee and attached to 
his return timely filed for the year in which 
the distribution described occurs. The 
agreement shall state that the distributee 
has not acquired any interest in the cor- 
poration since such distribution, and that he 
agrees to notify the district director of in- 
ternal revenue for the district in which such 
return is filed of any acquisition of such an 


# 1954 Code Secs. 302(b) (3) and 302(c) (2). 
#7 1954 Code Sec. 318(a) (1). 

48 1954 Code Sec. 302(c)(2)(A). 

* See report cited at footnote 27, at p. 236. 
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interest in the corporation within 30 days 
after such acquisition if such acquisition 
occurs within ten years from the date of 
such distribution. The distributee who files 
an agreement under this section shall re- 
tain copies of income tax returns and any 
other records indicating fully the amount 
of tax which would have been payable had 
the redemption been treated as a distribu- 
tion subject to Section 301.” 


In addition, if stock of a parent company 
is redeemed, subject to this section, the bar 
to acquisition for ten years after termina- 
tion shall be applied with reference to an 
interest both in the parent corporation and 
any subsidiary of such parent corporation. 
This applies likewise to the redemption of 
stock of a subsidiary. It further applies 
with respect to an interest in a corporation 
which is a successor corporation to the 
corporation the interest in which has been 
terminated.” 


Under this section, a person will be con- 
sidered a creditor only if the rights of such 
person with respect to the corporation are 
not greater or broader in scope than neces- 
sary for the enforcement of his claim. Such 
claim must not in any sense be proprietary 
and must not be subordinate to the claims 
of general creditors.” Under this rule, in- 
terest geared to profits of the corporation 
would be considered as an acquisition of 
an interest in that corporation. Such a 
distributee, who is a creditor after the 
termination of his interest and who acquires 
assets of the corporation in the enforce- 
ment of his claim, shall not be considered 
to acquire an interest in such corporation 
unless stock of the corporation, its parent 
corporation or, in the case of a redemption 
of stock of a parent corporation, of a sub- 
sidiary of such corporation, is acquired.” 


The elimination of the “family attribu- 
tion” rules shall not apply if: ™ 


(1) any part of the stock redeemed was 
acquired from a person (within the ten-year 
period ending at time of distribution) to 
whom stock would be attributed under all 
the attribution rules; 


(2) any person (at time of distribution) 
owns stock, the ownership of which is at- 
tributable under all the rules of attribution 
to the distributee, and such person acquired 
the stock directly or indirectly from the 
distributee within the last ten years, unless 





® Regs. Sec. 1.302-4(a) and (b). 
‘! Regs. Sec. 1.302-4(c). 
® Regs. Sec. 1.302-4(d). 
% Regs. Sec. 1.302-4(e). 
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A transfer of stock by the transferor, 
within the ten-year period ending on 
the date of the distribution, to a person 
whose stock would be attributable to 
the transferor shall not be deemed to 
have as one of its principal purposes 
the avoidance of federal income tax 
merely because the transferee 

is in a lower income tax bracket 

than the transferor. 


the stock so acquired is redeemed in the 
same transaction. 


(3) However, neither of the above rules 
applies if the acquisition or the disposition 
did not have as one of its principal pur- 
poses the avoidance of federal income tax. 


A transfer of stock by the transferor, 
within the ten-year period ending on the 
date of the distribution, to a person whose 
stock would be attributable to the trans- 
feror shall not be deemed to have as one 
of its principal purposes the avoidance of 
federal income tax merely because the 
transferee is in a lower income tax bracket 
than the transferor.” 


If a spouse, child, grandchild or parent of 
the taxpayer has held stock in a closed cor- 
poration for more than ten years before the 
redemption, the corporation can completely 
redeem the shares of the taxpayer or any 
of his specified relatives at capital gains tax 
rates. 


A transfer by a taxpayer to a spouse, 
child, grandchild or parent during the ten- 
year period immediately preceding the re- 
demption would not be termed avoidance 
for federal income tax purposes if the trans- 
fer had as its purpose the reduction of 
federal estate taxes, or if it was a transfer 
to a spouse after 1948 when income-splitting 
came into the law. 


If the distribution meets other tests for 
capital gains (that is, “substantially dis- 
proportionate” or “not essentially equivalent 
to a dividend”), as well as complete ter- 
mination, the rules prohibiting the acquisi- 
tion of an interest in the corporation for ten 
years after the distribution do not apply.” 


As stated previously, a stockholder who 
completely terminates his interest is subject 
to the other attribution rules (other than 
the “family attribution” rule if he meets the 


% 1954 Code Sec. 302(c) (2) (B). 


5 Regs. Sec. 1.302-4(g) (2). 
56 1954 Code Sec. 302(b) (5). 
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required tests). These other attribution rules 
require that a taxpayer completely terminat- 
ing his interest in a corporation, attribute to 
himself not only the stock which he per- 
sonally owns, but also the stock in a cor- 
poration which is owned by a partnership 
in which he is a partner, estates or trusts 
of which he is a beneficiary or the economic 
owner, and corporations in which he owns 
50 per cent or more in value of the stock.” 


Railroad Corporation Stock 
in Certain Reorganizations 


If a railroad corporation redeems stock, 
of such company, (as defined in Section 
77(m) of the Bankruptcy Act, as amended) 
pursuant to a plan of reorganization under 
Section 77 of the Bankruptcy Act, such 
distribution shall receive capital gains treat- 
ment by the shareholder.® 


““Constructive Ownership"’ Rules 


No discussion of Section 302 of the Reve- 
nue Code of 1954 would be complete with- 
out a more thorough treatment of the 
“constructive ownership” rules. 


Family rule.—An individual is deemed to 
own the stock owned, directly or indirectly, 
by his or her spouse (unless legally sep- 
arated under a decree of divorce or sep- 
arate maintenance), children (including 
adopted children), grandchildren and parents.” 


Partnership rule.—An individual is deemed 
to own a proportionate share of the stock 
owned by a partnership in which he is a 
partner and, conversely, stock owned by the 
partner is deemed to attribute to the part- 
nership.” 


Estate rule—An individual is deemed to 
own a proportionate share of the stock 
owned by an estate of which he is a bene- 
ficiary and, conversely, stock owned by a 
beneficiary is deemed to attribute to the 
estate.” 


A gift of stock in contemplation of death 
is not held by an estate for this purpose, 
even though for estate tax purposes it is 
part of the estate. Property is deemed to 
be owned by the estate only if it is “subject 
to administration” by the executor or ad- 
ministrator for the purpose of paying claims 
against the estate and expenses of adminis- 
tration. A person who is merely a bene- 
ficiary under a life insurance policy taken 


5t 1954 Code Sec. 318(a). 

58 1954 Code Sec. 302(b) (4). 

5 1954 Code Sec. 318(a) (1). 

© 1954 Code Sec. 318(a) (2) (A). 
* 1954 Code Sec. 318(a)(2)(A). 
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out by the deceased (insured) would not be 
a beneficiary for purposes of constructive 
stock ownership. A person is not a bene- 
ficiary unless he has a direct present in- 
terest in property of the estate or income 
produced by such property. 


Trust rule—An individual is deemed to 
own a proportionate share of the stock 
owned by a trust of which he is a bene- 
ficiary.” 

The stockholdings of a trust beneficiary 
are attributed to the trust, unless the bene- 
ficiary’s interest in the trust is only con- 
tingent and remote, that is, 5 per cent of 
the value of the trust property or less, com- 
puted actuarially and assuming the maxi- 
mum exercise of discretion by the trustee in 
favor of the beneficiary. Stock owned by a 
Clifford-type trust is attributed to the in- 
dividual (grantor or beneficiary) having the 
economic control, and vice versa.” 


Corporation rule.—Attribute to and from 
the corporation only in case of a share- 
holder who owns 50 per cent or more “in 
value” of stock. Attribute all stock owned 
by a 50-per-cent-or-more shareholder to 
the corporation, and the proportionate part 
of the corporation’s stock to the share- 
holder. 


Option rule.—An option to acquire stock 
or to acquire a stock option is tantamount 
to ownership of the stock.” 


Conclusion 


The 1954 Internal Revenue Code has 
enumerated in Section 302 specific tests in 
order to determine whether or not dis- 
tributions in redemption of stock will be 
taxable as dividends or accorded capital 
gains treatment. The specific tests are, 
namely, a “substantially disproportionate” 
redemption, a “complete termination” of a 
stockholder’s interest, and the application 
of the “constructive ownership” rules to 
each of these types of redemptions. The 
1954 Code continues the requirements of the 
1939 Code, insofar as a redemption of stock 
is not essentially equivalent to a dividend 
if there is a legitimate business purpose, but 
adds the application of the “constructive 
ownership” rules to such a redemption. 


The intent of Congress—insofar as a 
redemption “not being essentially equivalent 
to a dividend”—seemed to be that there be 





® Regs. Sec. 1.318-3(a). 

® 1954 Code Sec. 318(a)(2)(B). 
* 1954 Code Sec. 318(a) (2)(B). 
® 1954 Code Sec. 318(a)(2)(C). 
* 1954 Code Sec. 318(a) (3). 
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a continuance of the rules applied under the 
1939 Code. However, the strict application 
of the “constructive ownership” rules seems 
to be contrary to this intent. Such an 
application will undoubtedly result in hard- 
ship to many taxpayers. Recent advance 
rulings by the Treasury Department have 
disclosed the following: 

(1) If the taxpayer will still be the 
majority stockholder after redemption, the 
Treasury will not give a favorable advance 
ruling regardless of the business reasons 
or the amount of the shares redeemed.” 
Proceeding without an advance ruling un- 
der these conditions might subsequently 
receive Treasury approval, but this involves 
a serious risk. 

(2) If the taxpayer is not in control after 
redemption, a favorable ruling is likely to 
be obtained, depending on the business rea- 
sons and the amount of stock redeemed.* 

If the “constructive ownership” rules are 
not applicable, a majority stockholder may 
have an opportunity to withdraw part of his 
holdings at relatively low tax costs. In 
such a situation, it is possible for a stock- 
holder to withdraw money from the cor- 
poration and be taxed at capital gains rates, 
through a “substantially disproportionate” 
redemption of part of his holdings, and still 
continue his functions as an officer or em- 
ployee of the corporation. However, the 50- 
per-cent and 80-per-cent tests must be met 
in order to qualify for treatment as a “sub- 
stantially disproportionate” redemption. If the 
other stockholders have sufficient cash, it 
will be easier to have them purchase the 
stock directly from the stockholder, thus 
reducing his holdings, rather than chance 
the application of the “substantially dis- 
proportionate” redemption rules and the 
“constructive ownership” tests attributing 
thereto. It should be noted that the “con- 
structive ownership” tests do not include 
brothers and sisters. 

Drastic as the “termination of interest” 
rules may seem, they do not interfere with 


certain beneficial redemption transactions 
connected with a sale of a corporation. As- 
sume that a group of shareholders (related 
or not) owning all of the stock of a cor- 
poration desire to sell out to a purchaser 
who cannot afford to pay what the stock is 
worth. The corporation has liquid assets 
equal to its undistributed earnings. The 
shareholders may first sell part of their 
holdings to the purchaser, then have the 
corporation redeem the balance of the stock 
which they hold and, at the same time, these 
shareholders sever all connections with the 
company. Such a situation would result in 
a capital gains tax, if the shareholders did 
not regain an interest in the business for 
ten years after the date of the redemption. 


A redemption by a stockholder’s estate 
under the 1954 Code is dangerous in the 
case of a close corporation and will require 
considerable foresight and planning. If dis- 
tribution to the beneficiaries of the estate is 
made prior to the redemption by the estate, 
and the beneficiaries no longer have a “di- 
rect interest” in the estate, then their hold- 
ings in the corporation could not attribute 
to the estate. Another method of an estate’s 
avoiding the dividend tax would be to dis- 
tribute a sufficient portion of the estate to 
the beneficiaries so that they could, in turn, 
purchase the stock from the estate. Ac- 
complishment of each of these situations 
would be dependent upon the liquidity of 
the estate. 


Many family corporations have a stock 
buy-out agreement with their principal 
shareholders—the kind of binding commit- 
ment which would tend to fix the stock 
value for estate tax purposes. Under the 
1954 Code such an agreement may well be 
disastrous. It forces the executor of the 
principal stockholder to surrender all his 
stock for redemption and, by reason of the 
stock held by estate beneficiaries person- 
ally, he may be impelled to incur a dividend 
tax large enough to consume a sizable por- 
tion of the estate. [The End] 


Economic Intelligence quotes this rule from the State Constitution of 

Pennsylvania, 1776: ‘‘No public tax, custom or contribution, shall be imposed upon, 
or paid by the people of this state, except by a law for that purpose; 

and before any law be made for raising it, the purpose for which any tax 

is to be raised ought to appear clearly to the legislature to be of 

more service to the community than the money would be 

if not collected, which being well observed taxes can never be burthens.”’ 





* Rev. Rul. 56-182, I.R.B. 1956-18, p. 28. 
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The Trust Mortgage 


By BURTON L. WILLIAMS 


The opinion of the Court of Appeals for the First Circuit in 

U. S. v. Gargill recognized the trust mortgage as a bona-fide mortgage 

transaction for the first time. If recorded before a federal tax lien, it 

was to be accorded priority over the tax lien. From an analysis of the 

opinion, the author presents evidence of the danger of applying this priority 

too generally. This article is based upon an article which appeared 

in the June, 1956 Boston Bar Bulletin. However, since the publication 

of that article, Rev. Rul. 56-592, dealing with the substance 

of the article, has been issued; the author has made changes to reflect this event. 


N A PERIOD of steadily rising tax 

burdens, practitioners should be ever 
alert to advise their clients of the existence 
of new areas of tax shelter. Conventionally, 
areas of tax shelter refer to those instances 
where the client-taxpayer can minimize his 
own tax liability. However, it must be 
recognized that the protection of the client’s 
claims against third persons from the often 
disastrous priorities accorded federal tax 
liens should properly come under the head- 
ing of a tax shelter. In fact the importance 
of this entire area relating to federal tax 
liens and their priorities is undergoing a 
comprehensive study by the Section on 
Taxation of the American Bar Association 
(42 American Bar Association Journal 1162). 


With the above in mind, it should be 
noted that the decision of the First Circuit 
Court of Appeals in U. S. v. Gargill, Trustee, 
55-1 ustc J 9164, 218 F. (2d) 556, fashioned 
the trust mortgage from a mere security 
device to an attractive defensive weapon 
available to tax-sophisticated creditors. For 
the first time in a federal court of appeals, 
the trust mortgage was granted de jure 
recognition as a bona-fide mortgage trans- 
action. If recorded before a federal tax 
lien, it was to be accorded priority over the 
tax lien. The importance of this decision 
to practitioners whose clients are creditors 
of financially unstable business ventures is 
obvious. The danger of drawing too gen- 
eral a conclusion as to the priority of all 
types of trust mortgages over federal tax 
liens is evident from an analysis of the 
opinion. It would be well at this point to 
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re-examine the background of the decision 
and analyze the issues actually decided in 
the court’s opinion. 


Execution of Trust Mortgage 


Early in 1952 a restaurant business in 
Newton, Massachusetts, named Philrich En- 
terprises, Inc., found itself unable to make 
timely payment of its debts. In response 
to repeated pressure for payment of these 
debts, the corporation entered into a trust 
indenture with its creditors. The trust in- 
denture provided that the debtor-taxpayer 
was to remain in possession of the mort- 
gaged property and was to operate it under 
the supervision of three trustees selected by 
the creditors. The creditors also agreed to 
forbear any claims for five years against 
the debtor as long as the terms of the trust 
indenture were carried out. As security for 
the trust indenture and a promissory note 
executed by the corporation, Philrich En- 
terprises, Inc., gave its creditors a chattel 
mortgage on all its property. 


Since the trust-mortgage agreement be- 
came the center of the subsequent con- 
troversy, it would appear advisable to 
examine its provisions. Some of the terms 
of the trust indenture were: 


(1) The debtor had full liberty to carry 
on its business, subject to the conditions of 
the trust indenture. 


(2) The debtor assigned all its rights, 
title and interest to the trustees in all its 
shares of stock. 
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(3) The trustees had free and undisputed 
access to the records and books of account 
of the taxpayer. 

(4) The debtor agreed to make fixed 
weekly payments to the trustees, for the 
benefit of the creditors, of 5% of the gross 
business or not less than $100 a week. 


(5) The debtor agreed to incur no addi- 
tional liability in excess of that currently 
outstanding on the date of execution of this 
agreement. 


(6) The debtor agreed to render financial 
statements to the trustees when requested. 


(7) Provisions were made for the trustees 
to take over control of the business in case 
of default. 


(8) The trustees held all monies paid to 
them, with all the mortgaged personal prop- 
erty as security in trust for the unsecured 
creditors assenting to the plan. 


(9) The debtor promised to make all 
payments required of it and to preserve its 
property and to commit no waste. 


(10) Upon payment in full of the amounts 
required under the trust indenture, the 
debtor was to be given a release from the 
indenture. 


(11) Whether the debtor was in default 
or not, the trustees had the power to re- 
lease any and all security held by them for 
any consideration they deemed sufficient. 

The chattel mortgage in the instant case 
was recorded, while the trust indenture was 
not. The mortgage was recorded on Feb- 
ruary 21, 1952. 


The financial difficulty in which the tax- 
payer found itself early in 1952 was not 
restricted to private creditors. Philrich 
Enterprises, Inc., was delinquent in the 
payment of its federal taxes which com- 
prised, in the main, withholding and em- 
ployment taxes. In fact the then collector 
of internal revenue for Massachusetts re- 
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ceived an assessment list from the Com- 
missioner of Internal Revenue in December, 
1951, which revealed that the taxpayer was 
a tax delinquent. However, the govern- 
ment did not record a tax lien until June 
24, 1952, some three months after the 
recordation of the trust mortgage. Almost 
eight months later, on February 16, 1953, a 
petition in bankruptcy was filed against 
Philrich Enterprises, Inc. 


Litigation Before Referee in Bankruptcy 


The assets of Philrich Enterprises, Inc., 
were sold by the trustee in bankruptcy. 
After payment of ‘the expenses of adminis- 
tration, a sum remained for distribution to 
the creditors of the bankrupt. The govern- 
ment and the trust mortgagees each claimed 
the proceeds from the sale of assets. The 
main issue to be determined was the priority 
of the liens of the conflicting parties. No 
briefs were submitted by the parties before 
the referee and no record was taken of the 
oral arguments made. However, from an 
examination of the referee’s opinion, the 
conflicting claims of the litigants can be 
determined. 


The government’s position was that a 
federal tax lien arose in December, 1951, 
when the assessment list was received by 
the then collector of internal revenue for 
Massachusetts. Section 3671 of the 1939 
Code (now 1954 Code Section 6322) provides: 

“Unless another date is specifically fixed 
by law, the lien shall arise at the time the 
assessment list was received by the col- 
lector and shall continue until the liability 
for such amount is satisfied or becomes un- 
enforceable by reason of lapse of time.” 


Since this lien arose before the trust 
mortgage was recorded in February, 1952, 
the government contended its lien was 
superior under the “first in time first in 
right” doctrine (U. S. v. City of New Britain, 
Connecticut, 54-1 ustc J 9191, 347 U. S. 81). 
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However, the government was also con- 
fronted with the barrier raised by Section 
3672(a) of the 1939 Code (now Section 
6323(a)), which stated: 


“Such [tax] lien shall not be valid as 
against any mortgagee, pledgee, purchaser, 
or judgment creditor’ until notice thereof 
has been filed by the collector.” 


In the instant case, the federal tax lien 
was not recorded until June, 1952, several 
months after the recordation of the trust 
mortgage. In order to prevail, the govern- 
ment had to take the position that a trust 
mortgage was not a mortgage within the 
meaning of Section 3672(a) of the 1939 
Code. The government took this position 
on the ground that (1) only mortgagees 
who gave current value for the mortgage 
were mortgagees within the meaning of the 
statute (Filipowicz v. Rothensies, 42-1 ustc 
7 9300, 43 F. Supp. 619) and, since the in- 
stant mortgage was given for an antecedent 
debt, the mortgagees had not given current 
value for this mortgage (People’s Savings 
Bank v. Bates, 120 U. S. 556 (1887); cf. 
Empire State Trust Company v. Trustees of 
William F. Fisher & Company, 60 Atl. 940) 
and were not entitled to the protection of 
the statute; (2) that the mortgage was in 
the nature of assignment for the benefit of 
creditors, and assignments were not pro- 
tected by 3672(a) of the 1939 Code; and (3) 
that the Bankruptcy Court had no jurisdic- 
tion over the property in question. (See 
Section 2a(21) of the Bankruptcy Act.) 


The mortgagees contended that (1) the 
statute contemplated no narrow construc- 
tion of the word “mortgage” as urged by 
the government; (2) the trust mortgage 
was not an assignment for the benefit of 
creditors; and (3) that the referee in bank- 
ruptcy took the mortgage property subject 
to the trust mortgage. 


The decision of the referee sustained the 
mortgagees on all issues. He ruled that the 
government lien must be filed before it can 
prevail against a mortgagee and that a 
mortgage which was recorded prior to the 
recordation of the tax lien was superior to 
the tax lien (Ormsbee v. U. S., 1928 CCH 
D-8092, 23 F. (2d) 926). Such priority 
would exist even if the mortgagee had 
actual notice of the unrecorded tax lien 
(U. S. v. Beaver Run Coal Company, 38-2 
ustc § 9540, 99 F. (2d) 610). The referee 
rejected the government’s contention that the 
instant mortgagees were not protected since 
they had not given current value for their 
mortgage (Ferris v. Chick-Mint Gum Com- 
pany, 14 Del. .Ch. 232, 124 Atl. 577; Schmitz 
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v. Stockman, 151 Kan. 891). He upheld the 
validity of the mortgage under the laws of 
the state (Samuels & Company v. Fogg 
Company, 258 Mass. 402) and federal gov- 
ernments (Jn re Maine State Raceways, 97 
F. Supp. 1016; Smith v. U. S., 53-2 uste 
{/ 9533, 113 F. Supp. 702). The latter two 
cases were compelling authority for the 
referee and, later, the court of appeals. 
The fact that they represented tests of the 
validity of the trust-mortgage arrangement 
in the federal courts is sufficient reason to 
examine them more carefully. 


In the Smith case, the issue was whether 
a trust-chattel mortgage, coupled with a 
power of attorney to liquidate the debtor’s 
business, amounted to an assignment for 
the benefit of creditors within the meaning 
of Section 3466 of the Revised Statutes (31 
USC, Sec. 191). This provision provides: 


“Whenever any person indebted to the 
United States is insolvent, or whenever the 
estate of any deceased debtor, in the hands 
of the executors or administrators, is in- 
sufficient to pay all the debts due from the 
deceased, the debts due to the United 
States shall be first satisfied; and the 
priority established shall extend as well to 
cases in which a debtor, not having sufficient 
property to pay all his debts, makes a volun- 
tary assignment thereof, or in which the 
estate and effects of an absconding, con- 
cealed, or absent debtor are attached by 
process of law, as to cases in which an act of 
bankruptcy is committed.” (Italics supplied.) 


The court held that the trust-chattel mort- 
gage and the power of attorney mentioned 
above were not an assignment for the bene- 
fit of creditors within the meaning of the 
federal statute since there was no actual 
divestment of the property involved. 


In the other federal case, In re Maine 
State Raceways, cited above, a federal dis- 
trict court of Maine held that a trust mort- 
gage was not a general assignment for the 
benefit of creditors within the purview of 
the Bankruptcy Act. Furthermore, the court 
held that the execution of the trust mort- 
gage was not an act of insolvency. 


These two cases presented difficult obsta- 
cles to the government in the litigation of 
the Gargill case, cited above, and they 
finally proved to be insurmountable in the 
court of appeals. 


The contention that the trust mortgage 
was in the nature of an assignment was 
disposed of by the referee with the observa- 
tion that the trust indenture contemplated 
a continuance of. the business and not a 
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liquidation of it (Jn re Maine State Race- 
ways, and Smith v. U. S., both cited above). 

With respect to the claim of the govern- 
ment that the referee had no jurisdiction 
over the property, the referee pointed out 
that the bankruptcy proceedings had no 
effect upon valid and existing liens. The 
referee further held that the government 
could reach no more than the taxpayer’s 
right to the property and that right was, of 
course, subservient to the rights of the trust 
mortgagees (U. S. v. Winnett, 48-1 vustc 
79115, 165 F. (2d) 149; U. S. v. Sampsell, 
46-1 ustc $9186, 153 F. (2d) 731; In re 
Knox-Powell-Stockton Company, 39-1 ustc 
{ 9277, 100 F. (2d) 979). 


Knowing the importance of the referee’s 
decision, particularly in the New England 
area, the government took an appeal to the 
district court. 


District Court Decision 


In its appeal before the District Court for 
the District of Massachusetts, the govern- 
ment amplified its attack against the status 
of the trust-mortgage agreement. It had 
two major arguments: (1) The trustees 
under the trust-mortgage indenture were 
not mortgagees within the meaning of Sec- 
tion 3672 of the 1939 Code and (2) the 
Bankruptcy Court did not have jurisdiction 


over the property involved and, if it did, 
the sale of the property free of tax liens 
was an abuse of discretion by the court. 


With respect to the first argument, the 
government reasoned that only conventional- 
type mortgages were protected by the gov- 
erning statute (U. S. v. Security Trust & 
Savings Bank of San Diego, 50-2 ustc { 9492, 
340 U. S. 47, 49). Operating from this basic 
premise, the government set out to point up 
as many differences as it could between a 
“conventional” mortgage and the trust 
mortgage. An examination of the reasons 
given indicates that the government was 
more concerned with quantitative rather 
than qualitative distinctions. Some of these 
differences were: 


(1) The trust mortgage resembled a trust, 
not a mortgage—(a) Three parties were 
involved instead of the two in a conventional- 
type mortgage; (b) the mortgagee was called a 
trustee; (c) the trustee held the property 
in trust. 


(2) The arrangement resembled an as- 
signment for the benefit of creditors—(a) 
There was an assignment of stock in the 
taxpayer corporation; (b) There was an 
assignment of property for the benefit of 
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creditors; (c) The mere act of listing 
creditors and the amounts of their claims 
in the trust indenture “sounded like an 
assignment.” 


(3) Only some of the creditors assented 
to the trust assignment so that the mort- 
gage secured only a portion of the debtor’s 
outstanding debts. Consequently, only a 
portion of the amount of the promissory 
note securing the mortgage actually was 
secured. In the conventional mortgage 
situation, the promissory note is evidence of 
the actual amount of the debt secured by 
the mortgage and not a fraction of the debt. 
5 Tiffany on Real Property (1939), Sec. 1406. 


(4) Title and possession were in the 
trustees and not the mortgagor, as in the 
conventional mortgage (Covell v. Matthais 
141 N. E. 496 (Mass., 1923)). 


(5) Since the debtor conceded in the 
trust instrument that he could not pay his 
debts, the complete transfer of his property 
to the trustees was an act of insolvency 
and was really an assignment for the bene- 
fit of creditors. 


(6) If the trust mortgage was a trust, 
the property transferred to the trustee was 
impressed with a federal tax lien, since 
trust property is not excepted from the 
controlling federal statutes. 


(7) No provision was made as in conven- 
tional mortgage arrangements for the re- 
payment of the entire debt due. In the 
instant case, under the five-year mortgage 
arrangement it was possible that only about 
$26,000 out of a debt of $68,000 would have 


been paid. 


(8) The payment provision discussed in 
(7), above, showed that the debtor did not, 
as in the conventional mortgage arrange- 
ment, intend to make a bona-fide attempt 
to pay his debts before default. Thus, the 
government urged that he did not intend to 
reserve an equity of redemption as in a 
conventional mortgage. 


(9) In Arkansas, Oklahoma, Wyoming, 
Kansas and Wisconsin, the trust-mortgage 
device has been held to be an assignment 
for the benefit of creditors (Penzel Com- 
pany v. Jett, 54: Ark. 428, 16 S. W. 120 
(1891); Stuart v. Bloch, 39 Okla. 556, 135 
Pac. 1147 (1913); McCord-Norton Shoe 
Company v. Brown, 298 Pac. 417 (Kan., 
1930); Winner v. Hoyt, 66 Wis. 227 (1886)). 
In California the device has been held 
to be a trust (Jn re Thurrell’s Estate, 
19 Pac. (2d) 14 (Calif., 1933)). Further- 
more, whether or not the trust mortgage in 
all instances is not a fraudulent conveyance 
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in law is under question even in Massa- 
chusetts (F. H. Roberts Company v,. Hopkins, 
Inc., 6 N. E. (2d) 837 (Mass., 1937)). 


(10) When a mortgage is combined with 
an assignment of accounts and some ele- 
ments of a trust, the combined transaction 
may be an assignment for the benefit of 
creditors even though the mortgage itself 
would not have been (4 American Juris- 
prudence, Section 40). 


The government repeated the argument 
it had made before the referee relative to 
the jurisdiction of the court over the prop- 
erty. The claim was made that the referee 
had no jurisdiction over the property since 
the transfer of the property to the trustees 
took place more than four months before 
bankruptcy and, thus, was not a voidable 
preference. If the government could re- 
move the property from the jurisdiction of 
the Bankruptcy Court, Section 3466 of the 
Revised Statutes (31 USC 191) could come 
into play. (See page 365.) 


The operation of this statute would im- 
press the priority of the federal tax lien 
over an assignee of an insolvent debtor. Of 
course, in order for the government to be 
successful in removing the property from 
the jurisdiction of the Bankruptcy Court, 
it would have to establish that the trust 
mortgage was nothing more than an as- 
signment for the benefit of creditors. 


In opposition to the government, the tax- 
payer contended that the trust mortgage 
was a valid mortgage within the meaning 
of the applicable statute. The taxpayer fur- 
ther argued that (1) current consideration 
was not an essential to the creation of a 
valid mortgage and (2) even if it were, 
current consideration had been provided by 
the agreement of certain creditors to for- 
bear suit (W. A. Robinson, Inc. v. Burke, 


100 N. E. (2d) 366 (Mass.)). 


The taxpayer concluded his argument by 
a flat rejection of the government’s claim 
that the transaction was an assignment for 
the benefit of creditors. Resting heavily on 
In re Maine State Raceways and Smith v. 
U. S., both cited above, the taxpayer pointed 
out that in the instant case, unlike an 
assignment for the benefit of creditors, the 
debtor remained in possession and control of 
the business and the intention of all parties 
was the continuation of the business, not its 
liquidation. 

Upon the conclusion of the oral argu- 
ments in the district court, Judge Wyzanski 
ruled against the position advanced by the 
government. He adopted the conclusions 
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of law set forth by the referee and incorpo- 
rated them into his opinion. In his com- 
plete rejection of the government’s con- 
tention that only conventional types of mort- 
gages were prior to unrecorded tax liens, 
he said: 


“It seems to me plain that it was the 
intention of Congress that a mortgage or 
pledge of any sort should be given priority 
over an unrecorded tax lien. It makes no 
difference whether the mortgage corresponds 
with the ancient English form or some 
other form. It makes no difference whether 
it is to secure antecedent debt or newly 
acquired debt. It makes no difference 
whether the mortgagee is left in possession 
or not left in possession. The only thing 
which is required is that the transaction be 
such that the person or persons claiming to 
have the mortgage shall have that kind of 
security which involves either a transfer of 
title or a lien which is of a nature that gives 
the holders a right in rem with respect to the 
property and a privilege to precede unsecured 
creditors. The phrases used in the statute 
were not used with some medieval notion 
of mortgage, pledge, or the like. The whole 
object of the Congressional legislation is 
not to resurrect a page of Year Book 
history but to give that protection which 
persons in a modern world associate with 
the security that they have achieved as a 
result of their diligence and forethought.” 
(Italics supplied.) 


In view of his opinion, the court did not 
find it necessary to discuss the government’s 
second contention that the property in- 
volved was not subject to the jurisdiction of 
the Bankruptcy Court. 


The stage was now set for the govern- 
ment’s appeal to the court of appeals. 


Court of Appeals 


The government’s appeal before the First 
Circuit Court of Appeals was in most part 
a repetition of the position taken before 
the district court. The government con- 
tended that only a conventional mortgage 
should receive the benefits of the protec- 
tion afforded by Section 3672 (U. S. v. Se- 
curity Trust & Savings Bank of San Diego, 
cited above). Stressing the need for uniform- 
ity in the treatment of federal tax matters 
(U. S. v. Gilbert Associates, Inc., 53-1 ustc 
7 9291, 345 U. S. 361, 364), the government 
urged that the price of uniformity was the 
recognition of only the so-called conventional- 
type mortgage. The trust-mortgage agree- 
ment was not a conventional-type mortgage 
because of the following differences: 
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(1) The primary purpose of the trans- 
action was to allow the taxpayer to con- 
tinue in business rather than to be a mere 
security device as in conventional mortgages. 


(2) One of the provisions of the trust 
instrument allowed. for liquidation of the 
debtor’s property at the discretion of the 
trustees. 


(3) The trust mortgage did not cover 
specific property. nor was the amount of 
the secured debt certain. While the total 
indebtedness in the instant transaction to 
be secured by the mortgage totaled some 
$68,000, only those creditors who assented 
to the agreement were the beneficiaries of 
the trust agreement. At the date of the 
execution of the agreement, the amount 
of secured debt was uncertain. The trust 
mortgage provided that other creditors 
could assent to the agreement 60 days after 
execution of the agreement or such other 
time as the trustees may allow. 


(4) There was no bona-fide intent to 
pay the full amount of the tax since the 
repayment provisions of the trust indenture 
for its five-year term might only account 
for the repayment of some $26,000 out of 
a total liability of $68,000. 


Although the government had previously 
urged that the Bankruptcy Court had no 
jurisdiction over the mortgaged property, 
the argument was crystallized before the 
court of appeals into a formal claim that Sec- 
tion 3466 of the Revised Statutes (31 USC, 
Sec. 191) was controlling. (See page 365.) 


The contention of the government was 
that the priority under the above section 
attached when the insolvent debtor lost 
control over his property. The execution 
of the mortgage was an act of insolvency 
as evidenced by the preamble to the trust 
indenture, which stated that the taxpayer 
was unable to pay his debts. The govern- 
ment maintained that the debtor lost control 
of his property when the trust mortgage 
was executed sincé the trustees had full 
power to liquidate the business any time at 
their discretion. This position, of course, 
depended upon the acceptance by the court 
of the claim that the trust mortgage was 
an assignment for the benefit of creditors. 


The taxpayer challenged the arguments 
of the government by contending: (1) The 
trust mortgage was a valid mortgage given 
for a valuable consideration, that is, a 
pre-existing debt (Jn re Pilot Radio & Tube 
Corporation, 5 F. Supp. 453, aff'd, 72 F. (2d) 
316). (2) The transaction was not an as- 
signment for the benefit of creditors since 
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(a) the debtor remained in possession of 
the property and (b) the debtor retained 
control and management of the business. 
(3) Whether or not there was a valid mort- 
gage must be determined under the laws 
of the state in which the mortgage was 
created (Metropolitan Life Insurance Com- 
pany v. U. S., 39-2 uste § 9771, 107 F. (2d) 
311; In re Knox-Powell Stockton Company, 
cited above) and the mortgage is valid 
under the laws of Massachusetts (Samuels 
& Company v. Fogg Company, cited above; 
Banca Italiana DiScanta v, Bailey, 260 Mass. 
151). (4) Section 3466 of the Revised Stat- 
utes (31 USC, Sec. 191) is inapplicable for 
(a) such priority does not exist as long 
as the debtor is in possession of the prop- 
erty and (b) this priority does not exist 
when bankruptcy intervenes. The taxpayer 
emphasized once again as he had in the 
district court that the instant transaction 
was not an assignment for the benefit of 
creditors and relied upon two federal deci- 
sions (In re Maine State Raceways and 
Smith v. U. S., both cited above). 


The court of appeals like the district court 
was unimpressed with the government’s 
argument. It dealt with two basic con- 
tentions of the government, that (1) the 
Bankruptcy Court had no jurisdiction over 
the property and (2) only conventional 
mortgages are protected by the statute, by 
flatly rejecting both. 

With respect to the first contention, the 
court held that the priority accorded the 
government under Section 3466 of the Re- 
vised Statutes is not applicable in proceed- 
ings in bankruptcy (4 Collier on Bankruptcy, 
(Nineteenth Edition, 1954), page 264 and 
note 51). To hold otherwise, the court 
reasoned, would violate the intention of 
Congress when specific priorities in bank- 
ruptcy proceedings were set up under Sec- 
tion 64 of the Bankruptcy Act. 


Attacking the main contention of the 
government that the trust mortgage was not 
a conventional-type mortgage and was not 
entitled to the protection accorded mort- 
gagees under Section 3672, the court failed 
to find such requirement in the statute. 


The court recognized the need for uniform 
operation and application of federal tax 
liens (U. S. v. Gilbert Associates, Inc., cited 
above), but felt that the affirmance of the 
opinion below would not lead to a lack of 
uniformity as far as the definition of the 
word “mortgage” under the statute was 
concerned. The notion that the transaction 
was an assignment for the benefit of creditors 
was rejected by the court because the mort- 
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gagor remained in possession of his property 
and there was no proof that the trans- 
action was a sham intended to disguise an 
actual assignment for the benefit of creditors. 
The court used these aforementioned criteria 
to distinguish the instant case from a series 
of state court cases cited by the govern- 
ment as proof that the trust mortgage was 
held to be an assignment for the benefit of 
creditors in various state courts. Agreeing 
with the taxpayer that the law of the state 
where the mortgage was created governs 
the meaning of the word “mortgage” in the 
absence of an expression by the federal 
statute, the court of appeals turned to 
Massachusetts law and cited Samuels & 
Company v. Fogg Company, cited above, as 
support for the proposition that the instant 
transaction was a bona-fide mortgage. 


The validity of the mortgage was upheld 
because (1) the trust mortgage was a secur- 
ity transaction and the mortgagor retained 
a substantial equity of redemption and (2) 
the mortgagor retained control and posses- 
sion over the mortgaged property. The 
court found no attempt here, as in assign- 
ments for the benefit of creditors, to im- 
mediately liquidate the mortgaged assets 
and distribute the proceeds in liquidation 
of the mortgagor’s debts. The fact that the 
mortgage secured an antecedent debt did 
not deter the court from finding that a 
valuable consideration had been given for 
the mortgage by the mortgagee (Davis v. 
Schwartz, 155 U. S. 631 (1895); Ferris v. 
Chick-Mint Gum Company, cited above). 


Concluding its opinion, the court relied 
on In re Maine State Raceways and Smith v. 
U. S., both cited above, as expressions of 
opinions from federal courts that the trust 
mortgage was a mortgage and not an as- 
signment for the benefit of creditors. 


The government failed to petition the 
Supreme Court for certiorari in the Gargill 
case. This failure by the government may 
be attributed to a feeling that the matter is 
confined in its importance to Massachusetts 
or a belief that the Supreme Court would 
affirm the decision of the court of appeals. 
Such affirmance might well be a clarion call 
to practitioners in other states to use the 
Massachusetts trust-mortgage device if it is 
not inconsistent with local laws or has not 
already been considered an assignment for 
the benefit of creditors by the state courts. 


Commissioner Counterattacks 


Seeking to apply some controls against 
a potential mushrooming use of the trust 


The Trust Mortgage 


mortgage, the Commissioner issued Rev. 
Rul. 56-592 in November, 1956 (Rev. Rul. 
56-592, I. R. B. 1956-47, 32). In essence 
this ruling held that the Internal Revenue 
Service would not consider the Gargill case 
as precedent in the disposition of cases 
involving similar fact situations. 


The basis of the Commissioner’s position 
is that the “effect of a lien in relation to a 
provision of Federal law for the collection 
of taxes owing to the United States is a 
question for the Federal courts to decide.” 
Although the Commissioner concedes that 
a state court’s classification of a lien is 
entitled to some weight, the Commissioner 
urges that “it [the classification] is subject 
to reexamination by the [federal] court.” 


To buttress his position that federal courts 
do not hesitate to upset the state court’s 
class‘fications, the Commissioner cites U. S. 
v. Gilbert Associates, Inc., cited above (munic- 
ipal tax creditor not a judgment creditor), 
U. S. v. Waddill, Holland & Flinn, Inc., 45-1 
ustc § 9126, 323 U. S. 353 (landlord’s lien 
not perfected ahead of a federal lien), and 
U. S. v. Scovil, 55-1 ustc J 9137, 348 U. S. 
218 (creditor-landlord not a _ purchaser). 
Advancing his argument further, the Com- 
missioner reasons that since the Gilbert and 
Scovil cases “restrictively interpreted” the 
meanings of “purchaser” and “judgment 
creditor” under Section 3672(a) of the In- 
ternal Revenue Code of 1939 (Section 6323 
of 1954 Code), the meaning of the word 
“mortgage” under the section should like- 
wise be “restrictively construed.” Such 
construction, says the Commissioner, means 
that only conventional mortgages will fall 
within the protective sphere of the statute. 
The Commissioner concludes by saying that 
a trust mortgage is not a conventional 
mortgage and, hence, no priority is accorded 
the trust mortgage over an unrecorded fed- 
eral tax lien. 


An examination of the Commissioner’s 
ruling leads to the conclusion that the 
Commissioner will uphold the reviewing 
authority of the federal courts in this area 
only when such review results in a decision 
favorable to the Commissioner. Four fed- 
eral courts have already exercised their 
reviewing authority with respect to the trust 
mortgage and found that it was a bona-fide 
mortgage transaction as contemplated by 
the statute (Jn re Philrich Enterprises, Inc. 
(DC Mass., July 14, 1954) (unpublished 
opinion) and U. S. v. Gargill, cited above) 
and that it was not merely an assignment 
for the benefit of creditors as contended 
by the Commissioner. (Jn re Maine State 
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Raceways and Smith v. U. S., both cited 


above). 

Whether the Gilbert and Scovil cases truly 
lend support to the Commissioner as far 
as trust mortgages are concerned awaits 
further judicial opinion. Closer examination 
of the two decisions points up certain con- 
siderations which detract from their effec- 
tive use by the Commissioner. 


In the Gilbert case, Justice Minton, speak- 
ing for a divided court, held that a New 
Hampshire municipal tax lien did not trans- 
form the municipal creditor into a judgment 
creditor, as contemplated by the federal 
statute. Justice Minton noted that the New 
Hampshire Supreme Court (Petition of Gil- 
bert Associates, Inc., 97 N. H. 411, 90 Atl. 
(2d) 499) said that the municipal tax lien 
was in the “nature of a judgment” and that 
one commentator had said that municipal 
tax assessments may look like judgments 
but are not “technical judgments” (1 Cooley 
on Taxation (Fourth Edition, 1924), pp. 
91-92). 

No such equivocation exists in the case 
of the trust mortgage. The Massachusetts 
courts have said that the trust mortgage 
was “in legal effect a mortgage 
(Samuels & Company t v. Fogg Company, cited 
above). This view was clearly supported 
by a federal District Court for the District 
of Massachusetts and the First Circuit Court 
of Appeals. While a federal court might 
feel that treatment of a municipal tax credi- 
tor as a judgment creditor would be a 
serious frustration of statutory intent, fed- 
eral courts have found that such frustration 
does not occur when trust mortgages are 
accorded full protection under the statute. 

Similarly in the Scovil case, while recog- 
nition of a landlord as a purchaser offends 
legislative intent, query whether the treat- 
ment of a trust mortgage as a bona-fide 
mortgage brings the same result. Does it 
not appear that the cases relied on by the 
Commissioner clearly represent more drastic 
departures from the “norm” than the case 
of the trust mortgage? Since several fed- 
eral cases have adopted this view, the vital- 
ity of Rev. Rul. 56-592 may be limited to 
the next judicial assault on the Commis- 
sioner’s position. 

While courts may look in askance at Rev. 
Rul. 56-592, the practical effects of the 
ruling will be important as far as taxpayers 
are concerned. Field officers of the Internal 
Revenue Service will not acknowledge the 
priority of trust mortgages recorded ahead 
of federal tax liens. Settlement of such 
priority questions by taxpayers for less 
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than 100 cents on the dollar may be difficult 
and may even require litigation. In those 
cases where relatively small amounts of 
money are involved, litigation may prove 
too costly, and the Commissioner may thus 
achieve priority for tax liens that even the 
courts would not grant. 


Conclusion 


The trust-mortgage device was spawned 
by counsel for creditors who sought to give 
their clients protection resembling that of 
an assignment for the benefit of creditors, 
but still allowing the debtor-mortgagor to 
operate his business (Everberg, “What Is 
This Thing Called Trust Mortgage,” 55 Com- 
merical Law Journal 82 (1950)). As Mr. 
Everberg pointed out, the above considera- 
tion was the principal advantage of a trust 
mortgage. 


The fact that the trust mortgage has been 
approved as a bona-fide mortgage and, when 
recorded, is given protection from subse- 
quently recorded federal tax liens is cer- 
tainly an important consideration for credi- 
tors. There would appear to be few businesses 
which were involved in a trust mortgage 
situation that would not be delinquent in 
the payment of their federal taxes. The time 
lapse between the receipt of the assessment 
list from the Commissioner in Washington 
and the actual recordation of the federal 
tax lien may be substantial. In the instant 
case, it was approximately six months. A 
trust mortgage of the type in the Gargill 
case, recorded before the expiration of this 
period, would prevail over tax claims of the 
federal government. 


Of course, not all trust mortgages might 
be interpreted by the courts as a bona-fide 
mortgage within the meaning of the federal 


statutes (U. S. v. Bruce Machine Company, 
Inc., 55-1 ustce { 9383, 132 F. Supp. 525). 
Only a trust mortgage of the type where 
the mortgagor retained control and posses- 
sion over the mortgaged property and where 
the mortgagor retained a substantial equity 
of redemption would seem to be safe from 
being labeled as assignment for the benefit 
of creditors. It should also be noted that 
for a trust mortgage to prevail over federal 
tax liens, the trust mortgage must be ex- 
ecuted more than four months before bank- 
ruptcy to avoid being a voidable preference. 


Within the above restrictions the Gargill 
case has focused on a hitherto unknown 
attribute of the trust-mortgage agreement 
which should render its use more attractive 
to practitioners and their clients. [The End] 
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Income Tax Aspects 


VENEZUELA 


of an Investment in Jamaica 


By HOWARD P. SWANSON 


The island of Jamaica in the Caribbean is busy attracting American and other 
foreign capital. To this end, the income tax law, which is described 

herein in some detail, has been supplemented by several statutes which supply 
special incentives and concessions to foreign industry which settles on 

the island. These include the Pioneer Industries (Encouragement) Law, the 
International Business Companies (Exemption from Income Tax) Law, the 
Industrial Incentives Law and the Export Industry Encouragement Law. 

The author describes these, as well as other special industrial concessions. 


r HE RECENT AWAKENING of 
American capital to the vast potentiali- 
ties of the Caribbean has resulted in inten- 
sive searches for likely places to invest. 
Upon closer examination, one will quickly 
learn that these small countries have great 
potential in areas other than the stereotype 
“rum, bananas, sugar, and coffee” industries. 
New highways and transportation facilities, 
hydroelectric projects and mining have be- 
gun to result in “diversification,” the value 
of which has been recognized recently by 
many American corporations. 

In surveying the Caribbean area. for po- 
tential investment, one might do well to 
consider the Island of Jamaica in the British 


Jamaica 


West Indies. For in its 144 miles of length 
and in its width which varies from 22 to 49 
miles may be found extensive bauxite and 
gypsum deposits along with traces of gold, 
copper, and phosphatic rock. Tourism (that 
is, the hotel industry) is growing rapidly, 
and its celerity is no doubt due to the ideal 
weather and its being only 2% hours by air 
from Miami. Several electric-power stations 
exist on the island and rates for industrial 
purposes are among the lowest in the Carib- 
bean area. A government railway extends 
from Kingston to Montego Bay, and to Port 
Antonio in the other direction. More than 
half the railway engines in use have been 
converted to diesel. Over 2,500 miles of 
main roads are maintained by the govern- 
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ment, and over 5,000 miles of secondary 
roads are maintained by the local parochial 
boards. Kingston has an excellent natural 
harbor; however, Montego Bay, Port An- 
tonio and Port Morant can also accomodate 
large ocean-going ships. There are modern 
airports at Kingston and Montego Bay and 
regular air services are maintained with the 
United States, Canada, Central and South 
America, and other West Indian Islands. 


Income Taxation 


Applicability—Any company which is in- 
corporated or registered under any law in 
force in Jamaica and any company which, 
though incorporated or registered outside 
the Island, carries on business or has an 
office or place of business therein is subject 
to the Jamaican Income Tax Law.’ 

With respect to individuals: 

(1) Where a person is not resident in 
Jamaica, he pays tax only on such income 
as arises in Jamaica. 

(2) Where a person is resident in Jamaica 
for less than six months in the year, he is 
only liable for tax on income arising in 
Jamaica.’ 

(3) Where a person resides in Jamaica 
but is not domiciled there (that is, Jamaica 
is not his permanent home), he is liable for 
tax on income arising in Jamaica and on 
such of his income as arises from overseas 
but which is actually received in Jamaica.’ 

(4) Where a person is domiciled in 
Jamaica, he is liable for tax on all his in- 
come arising from all sources.‘ 


Statutory income.—The statutory income 
of any person (or corporation) is the in- 
come for the year immediately preceding 


the year of assessment. It is interesting to 
note that upon the commencement of a 
trade, profession or business, the law pro- 
vides that the statutory income for the 
second year of assessment shall be the 
amount of income for the period of 12 
months from the date of the commencement 
of the trade, profession or business. The 


1Secs. 2(1), 5, and 30(1). Unless indicated 
otherwise, all references to section numbers 
pertain to the Jamaica Income Tax Law, 1954 
(No. 59). 

2 Sec. 17. 
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statutory income for the third year of 
assessment shall be the income for the 
second year (that is, the income for the 
year immediately preceding the third year 
of assessment). 

However, the taxpayer may, within two 
years after the end of the second year of 
assessment, elect to give notice to the Com- 
missioner of Income Tax that the statutory 
income for both the second and third years 
of assessment (but not for only one of those 
years) shall be the income of the respective 
years of assessment. 


Chargeable income (net income subject to 
tax).—To arrive at chargeable income, the 
statute® provides that “there shall be de- 
ducted all disbursements and expenses wholly 
and exclusively incurred in acquiring 
the income.” The statute then provides that 
“such disbursements may include: Interest 
on money borrowed; Rent; Repairs of build- 
ings, Plant and machinery employed in 
acquiring income; Bad Debts; Real Estate 
Taxes; Premiums paid on fire, hurricane or 
earthquake insurance policies on income pro- 
ducing property; Net operating loss carry- 
over for six years; Reasonable amount for 
exhaustion, wear and tear of any building 
or structure used by the owner thereof in 
acquiring income; Initial Allowances for 
certain capital expenditures in the year in- 
curred; and Annual Allowances for Wear 
and Tear” (similar to depreciation as it is 
known in the United States), among others. 
(Italics supplied.) 

Inasmuch as the language of the statute 
does not limit the deductions to those speci- 
fically enumerated, it would seem that ordi- 
nary accounting principles used in arriving 
at net income would be accepted by the 
Jamaican tax authorities. 


Initial and annual allowances.’—The ref- 
erence in the preceding paragraph to initial 
allowances contemplates a deduction of a 
nature not found in our Internal Revenue 
Code. The Jamaica Income Tax Law pro- 
vides for a deduction, in the year incurred, 
of 20 per cent of the capital expenditure for 
the construction, purchase or alteration of 
an industrial building used for business pur- 
poses; and for the purchase, alteration or 
improvement of machinery or plant for the 
purpose of the trade. The law further pro- 
vides for a similar deduction with respect 
to capital expenditures incurred in connec- 
tion with the working of a mine, oil well, 


* See. 15(1). 

* Sec. 5. 

5 Sec. 6. 

® Sec. 8. 

™ Sec. 8(e) and Second Schedule. 
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or other mineral deposits of a wasting na- 
ture—on searching for or on discovering and 
testing deposits, or winning access thereto; 
or on the construction of any works which 
are likely to be of little or no value when the 
source is no longer worked; or on the ac- 
quisition of the site of the source or of 
rights in or over any such site. 


Notwithstanding the above-described al- 
lowances, the law also permits an annual 
deduction for wear and tear of industrial 
buildings and machinery or plant. The wear 
and tear allowance resembles our deprecia- 
tion and is usually calculated by the declin- 
ing-balance method at a rate approved by 
the commissioner. In computing the annual 
allowance, no cognizance is taken of any 
initial allowance which might have been 
deducted in the year of capital expenditure. 
Instead, it is based upon the original cost 
of the asset less any annual allowance pre- 
viously deducted. 

The law also permits an annual allowance 
with respect to expenditures of a nature 
described earlier—with respect to the work- 
ing of a mine, oil well, or other source of 
mineral deposits of a wasting nature. How- 
ever, the amount of said allowance is the 
amount which results from applying to the 
residue of the expenditure the generally ac- 
cepted “unit depletion” fraction, or 5 per 
cent, whichever is the greater. 


Adjustments upon disposition of assets.— 
Generally speaking, where any capital ex- 
penditure has been incurred in the case of 
an industrial building or structure, machin- 
ery or plant, the Jamaican tax law* con- 
templates an adjustment to income when the 
asset is either sold, destroyed, put out of 
use or ceases to be used, whether obsolete 
or no longer required. 


If there are no sales, insurance or salvage 
proceeds, or if the undepreciated portion of 
the capital expenditure exceeds the proceeds, 
a deduction (termed a “balancing allow- 
ance”) is permitted in the year in which the 
event occurs in the amount of the undepreci- 
ated portion or the excess thereof over any 
proceeds. 


If the proceeds from the sale, insurance 
or salvage exceed the undepreciated portion, 
an addition to income (termed a “balancing 


charge”) is required for said excess. If the 
asset is fully depreciated, then the entire 
amount of any proceeds is to be added to 

§ Second Schedule: Pt. I, Sec. 3; Pt. II, Sec. 
5; Pt. IV, Sec. 7. 


® Sec. 18(c). 
” Sec, 21(1). 


Jamaica 


income. However, in no case is the addition 
to income (that is, the balancing charge) to 
exceed the aggregate of the amount of the 
annual allowance previously made with re- 
spect to said asset and any balancing allow- 
ance previously made with respect to said 
asset. 

It should be noted that the initial allow- 
ance, discussed earlier, is not to be taken into 
consideration in computing the “balancing 
allowance” or “balancing charge.” 

There are somewhat similar provisions 
applicable to sales of assets related to the 
working of a mine, oil well, or other source 
of mineral deposits of a wasting nature. 


Rate of tax on companies.—The tax rate 
on all companies is a flat eight shillings in 
the one pound® or, in other words, 40 per 
cent on all profits of the company as ad- 
justed for income tax purposes. 


Deduction of tax from dividend.—W here 
a company pays a dividend out of profits 
or gains which were subject to tax, the 
company is entitled to deduct tax at the rate 
of seven shillings and sixpence in the pound, 
(that is, 37% per cent) for the year in which 
the amount payable becomes due.” 

In such a situation, the shareholder dis- 
closes the gross amount of the dividend on 
his return and is allowed a tax credit for 
the amount deducted by the corporation. In 
this manner, the shareholder, rather than 
the company, in effect pays the tax on that 
portion of a company’s income which is 
distributed as dividends. This is similar to 
the British system of taxation of dividends, 
wherein a company pays tax on its entire 
profits. When it pays out a dividend, it 
deducts tax at the prescribed rate from the 
gross dividend which is nominally payable, 
and it retains that tax." In other words, the 
company pays tax to the government on its 
entire profits. The tax which it deducts 
from the dividend is merely a recoupment 
from the shareholder by the company. 


Deduction of tax from interest, royalty, 
annuity, rent, or other annual payment to 
a nonresident.—Where interest, royalties, 
rents, annuities, or other annual payments 
are paid to a nonresident person, the payor 
is required to deduct a sum of two shillings 
and sixpence in the pound (that is, 12% 
per cent) and remit same to the commis- 
sioner.” Dividends do not come within this 
category. 

"For a brief description of this procedure 
see Kent, ‘‘United Kingdom Income Tax and 
Social Security Laws,’’ 34 TAXES 125, 133 (Feb- 


ruary, 1956). 
12 Sec. 22(1). 
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Jamaica Industrial Development Corporation 


This is an aerial view of one of three companies 


mining bauxite in Jamaica. 


Representatives of nonresident persons 
chargeable.—A nonresident 
sessable and chargeable in the name of his 
attorney, agent, branch or manager (whether 
or not said has the receipt of the 
profits or gains) in such a manner as the 
nonresident would be assessed and 
charged if he were a resident of Jamaica.” 


person is as- 


agent 


person 


Control of business by nonresident.— 
Where a nonresident person carries on busi- 
ness with a resident person, and where it 
appears to the commissioner that owing to 
the close connection between the resident 
person and the nonresident person, the 
course of between those persons 
can be so arranged, and is so arranged, that 
the business done by the resident person 
in pursuance of his connection with the non- 
resident produces to the resident either no 
profits or less than the ordinary profits— 
then the nonresident may be assessable and 
chargeable in the name of the resident per- 
son as if the resident person were an agent 
of the nonresident." 


business 


Notwithstanding the fact that the above 
is declaratory of existing law, a potential 
foreign should not overlook the 
possibility that the government might be 


investor 





143 Sec, 32(1). 
%# Sec. 32(3). 
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amenable to a special agreement with re- 
spect to certain financial features, depending 
upon the particular circumstances. 


Returns and procedure.—Income tax re- 
turns are due on or before February 28 in 
every year with respect to the preceding 
year’s income. Extensions of the filing date 
are generally permitted and may be obtained 
upon application to the commissioner.” 

The return itself is quite simple in that it 
merely requires taxpayers to indicate the 
amount of income. In addition, trading and 
profit and statements, as well as a 
balance sheet with an adjusting statement 
for income tax purposes, are required to be 
attached to the return. In addition, experi- 
ence has shown that the taxpayer should 
also include an analysis of the items for 
which initial allowances and the annual al- 
lowances for wear and tear (that is, depre- 
ciation) are claimed. For each item this 
analysis should indicate the item, date of 
purchase, rate of depreciation, cost, and the 
initial and annual allowance claimed, The 
trading statement should contain a detailed 
analysis of the items constituting the cost 
of goods sold. 


loss 





% Sec. 43(1). 
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Payment, assessment and appeal.—No 
tax is payable upon the filing of the return. 
Instead, upon receipt of the formal assess- 
ment by the commissioner, the tax is to be 
remitted on or before December 31 of the 
year of assessment.” If the assessment is 
objected to, the taxpayer may, within 30 
days after its receipt, apply in writing for 
a review and revision of the assessment, 
stating the precise grounds of objection.” 
If the commissioner’s redetermination is 
still unsatisfactory to the taxpayer, he may 
appeal to the Income Tax Appeal Board 
within 30 days after receiving the commis- 
sioner’s decision.” Further appeal may be 
had to a judge in chambers and thence to 
a court of appeal with respect to any 
question of law.” 


Personal reliefs.—The following are some 
of the more common deductions allowed 
in arriving at the taxable income of an 
individual resident of Jamaica:” 

(1) For the individual, 300 pounds are 
allowed. 

(2) If the individual is married and has 
a wife living with him, 130 pounds are al- 


lowed. If the wife receives earned income, 
an additional deduction is allowed in the 
amount of the earned income, or 170 pounds, 
whichever is less. 

(3) Persons having children are allowed 
50 pounds for each child under 16 or, if 
over 16, each child attending an approved 
educational establishment, provided that no 
deduction shall be allowed with respect to 
any child who has an income in his own 
right of 50 pounds or more. 

(4) Life insurance premiums up to 300 
pounds are allowed. 

A nonresident may not avail himself of the 
aforementioned deductions.“ However, it 
will be recalled that with respect to income 
derived from sources outside Jamaica, any 
individual the 
that he is not domiciled in Jamaica is taxable 
only on such received in 
Jamaica.” 


who satisfies commissioner 


income as is 


Exchange Control 


With respect to exchange control™ as it 
affects foreign investors, the Jamaican Ex- 


TAX RATES ON INDIVIDUALS 
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18 Sec. 60(1). 

Sec. 50(4). 

% Sec. 51(1). 

” Sec. 56(1) and Sec. 58(6). 

2” Sec. 12, as amended by Sec. 7(a), Law No 
7-1956. 

™ Sec. 14(1). 

22 Sec. 15(1). 

7% Business investors in foreign countries are 
often faced with the vexing problem of exchange 
restrictions, or what is known as ‘‘blocked”’ 
foreign income. For a brief, but fairly current, 
general survey of developments in exchange re- 
strictions throughout the world, see the Inter- 
national Monetary Fund's Seventh Annual 
Report on Exchange Restrictions (1956). 


Jamaica 


6 


2 6 
7 6 
Interrelated with this problem is the treat- 
ment for federal income tax purposes of income 
arising in countries having monetary or ex- 
change restrictions. The United States Treasury 
Department permits a taxpayer to elect to use 
a method of accounting in which the reporting 
of the income is deferred until, and to the 
extent that, the blocked foreign income becomes 
‘readily convertible’ into United States dollars 
or into other money or property which is 
readily convertible into United States dollars. 
See Mim. 6475, 1950-1 CB 50; Mim, 6494, 1950-1 
CB 34: Mim. 6584, 1951-1 CB 19; I. T. 4037, 
1950-2 CB 31; Mim. 5297, 1942-1 CB 84. 





change Control Authority has indicated ™ 
that “The general policy behind the treat- 
ment of foreign investment in Jamaica is to 
welcome it, provided of course that investors 
conform with the same laws and regula- 
tions as apply to investors generally. Ja- 
maica is, however, a part of the sterling 
area and it is necessary, while balance of 
payments problems remain, for the Govern- 
ment to examine individual projects to en- 
sure that nonresident investment will not 
lead to unjustifiable loss of foreign cur- 
rency. The policy must, therefore, be se- 
lective and in the case of nonresident 
investment, particularly from the dollar 
countries, each project is scrutinized to ensure 
that it is either a net earner or net saver 
of desirable currency, or alternatively, if any 
loss is involved, that it can be justified in 
terms of substantial economic benefit to the 
territory. 

“With certain exceptions which must 
first be put to the Secretary of State for 
the Colonies, all proposals for foreign in- 
vestment are dealt with by the Local Ex- 
change Control Authority. 


“Tt is emphasized that though the above 
indicates the general rules and procedures 
which are adopted, in practice they are ad- 
ministered as flexibly as possible and each 
carefully considered on its own 
merits and with a desire to foster the mutual 
interest of the territory which may hope to 
benefit from economic investments, and the 
investor.” 


case is 


Special Concessions and Incentives 


Further evidence of the policy of the Ja- 
maican welcome overseas 
investment and to encourage the establish- 
ment of new industries may be seen in the 
concessions granted in the Pioneer Indus- 
tries (Encouragement) Law.” 


Government to 


Upon application for concessions under 
said law, the governor in council is em- 
powered to declare any industry which in 
his opinion is not being carried on in Ja- 
maica on a substantial scale to be a “pioneer 
industry” and any specified product of such 
industry to be a “pioneer product.” In addi- 





™* Letter addressed to the writer from the 
Ministry of Trade and Industry, dated March 
5, 1956. 

* Pioneer Industries (Encouragement) Law, 
1949. 

** Some of the existing pioneer industries in- 
clude the manufacture of cement, gypsum 
products, wirebound boxes, veneer boxes, laun- 
dry blue, cocoa, tool handles, salt, and carbon 
dioxide gas. Some pioneer products include 
metal windows, plastic products, wire nails, etc., 
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tion, any person, who is desirous of estab- 
lishing a pioneer factory in Jamaica for the 
purpose of manufacturing any pioneer prod- 
uct, may apply to the governor in council to 
be declared a “pioneer manufacturer” in 
relation to a pioneer factory and pioneer 
industry.” 


Relief from tonnage tax and customs 
duty.—Upon obtaining government approval, 
a “pioneer manufacturer” may import free 
of customs duty and tonnage tax all build- 
ing materials, tools, plant, machinery, pipes, 
pumps, conveyor belts, or other appliances 
and materials necessary for and used in the 
construction, alteration and extension of the 
factory or for equipping the factory or any 
extension thereof for the manufacture and 
preparation for sale by the pioneer manu- 
facturer of the relevant pioneer product— 
during a period of five years from the date 
of being declared a “pioneer manufacturer.” ” 


Relief from income tax.—In addition, a 
“pioneer manufacturer” may, in each of any 
five years during the first eight years after 
commencement, set off against income aris- 
ing from the manufacture of the pioneer 
product a sum equal to one fifth of the 
permitted capital expenditure as approved 
by the assessment committee for the pur- 
poses of the income tax law.” 


Every “pioneer manufacturer” which is 
a limited-liability company is entitled, within 
six years after the end of the year of assess- 
ment in which any sum is set off against 
income, to distribute any such sum or sums 
to its shareholders or debenture holders as 
capital monies free of income tax or surtax.” 


Further concessions—recently enacted.— 
Ever mindful of the extremely attractive 
tax concessions offered by neighboring 
Caribbean and Central American countries, 
the Jamaican Government has recently en- 
acted legislation which adds substantially 
to the concessions already in existence. 


(1) First of three new statutes recently 
enacted is the Jnternational Business Com- 
panies (Exemption from Income Tax) Law,” 
which exempts from income tax the profits 
or gains of an “international business com- 
pany” which does not “trade locally.” 


steel 
and barbed wire and 


mica films, holloware for domestic use, 
castings, crown corks, 
wire fencing. 

*7 Sec. 5, Pioneer Industries (Encouragement) 
Law, 1949. 

28 Sec. 8, Pioneer Industries (Encouragement) 
Law, 1949. 

* Sec. 8(5), Pioneer Industries (Encourage- 
ment) Law, 1949, as amended by Law No. 42, 
1956. 

%*” Law No. 36—1956. 
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Jamaica Industrial Development Corporation 


Knitting machines at a Jamaica 
knitting mill produce bolts of cloth. 
Jamaicans have proved 


themselves adaptable and responsible 
in learning management, supervisory 
and technical skills. 


An “international business company” is 
a corporation (whether or not incorporated 
in Jamaica) engaged in trade and which is 
not controlled directly or indirectly by resi- 
dents of the British Caribbean area, nor is 
more than half of the beneficial interest of 
the corporation receivable by residents of 
such area.” 

The term “trading locally” is the carry-on 
of a trade or business under circumstances 
which would normally incur Jamaican in- 
come tax liability. “Trading locally” does 
not mean the maintenance of an establish- 
ment in Jamaica the sole functions of which 
are the management, control and _ super- 
vision of trade outside the British Carib- 
bean area. In addition, the buying of 
commodities, products, goods or services 
originating outside the British Caribbean 


area for resale outside the 
constitute “trading locally.” 


area does not 

However, the buying or selling of com- 
modities, products or goods originating 
within said area is considered “trading 
locally,” and thereby a company is dis- 
qualified from being deemed an “interna- 
onal business company” within the meaning 
of this statute. 


(2) Another recent enactment is the In- 
dustrial Incentives Law “ which is intended 
to attract new industries through incentives 
which are different from those existing 
under the Pioneer Industries (Encourage- 
ment) Law, discussed earlier. 


Under this law, the governor may ap- 
prove a company for the manufacture of 
an “approved product” if he is satisfied that 
the manufacture of the product would be of 
benefit to the island (considering both eco- 
nomic and noneconomic aspects) and have 
a beneficial effect on employment both in 
numbers and in gross wages.” 


Consideration will also be given as to 
the following: the effect which approval 
would have on existing industries; whether 
manufacture of the product would utilize 
raw materials or skill available in the island; 
whether the existing capacity for manufac- 
ture of the product is sufficient to meet the 
demand for the product; and the element 
of risk involved in establishing a successful 
manufacture of the product.” 


In considering whether a company should 
be an “approved enterprise,” examination 
will generally be made as to whether the 
company: is adequately financed; has ade- 
quate trained personnel in its employ or is 
able to obtain the services of such person- 
nel; has access to the necessary technical 
information; is able to obtain adequate raw 
materials; and will 
the necessary factory.” 


possesses, or possess, 


When approving a product for the pur- 
poses of this law, the governor may declare 
that all “approved enterprises” manufactur- 
ing an “approved product” shall be entitled 
to relief from income tax insofar as 100 per 
cent or 50 per cent of the chargeable in- 
come, and with respect to tonnage tax and 
customs duty, to relief from either the 
whole or one half of the tax or duty, as the 
case may be.” 





Sec, 2, International Business Companies 
(Exemption from Income Tax) Law, 1956. The 
British Caribbean area encompasses Antiqua, 
Barbados, British Honduras, Dominica, Grenada, 
Jamaica, Montserrat, St. Christopher, Nevis and 
Anguilla, St. Lucia, St. Vincent, Trinidad and 
Tobago, and British Guiana. 


Jamaica 


% Sec. 2, International Business Companies 
(Exemption from Income Tax) Law. 

3 Law No. 45—1956. 

% Sec. 3(1), Industrial Incentives Law, 1956. 

% Sec. 3(3), Industrial Incentives Law, 1956. 

% Sec. 4(1), Industrial Incentives Law, 1956. 

% Sec. 3(4), Industrial Incentives Law, 1956. 
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Upon being declared an “approved enter- 
prise,” a company, at its option, is entitled 
to one of two available forms of relief from 
income tax. The first optional treatment 
is relief from income tax for seven years 
from the date of production with respect to 
profits attributable to the manufacture of an 
approved product. During this period, an- 
nual allowances are not permitted. How- 
ever, a memorandum type of depreciation is 
required during this period and, after the 
expiration of said period, annual allowances 
may be made upon the original cost less the 
memorandum depreciation made during the 
relief years. Any losses incurred during 
the relief period which have not been writ- 
ten off may be carried forward.* 

The alternative relief available to an “ap- 
proved enterprise” is relief from income tax 
of profits, attributable to the manufacture 
of an approved product, for the first four 
years of a period of six years from a date 
selected by the taxpayer within three years 
from the date of production. For the re- 
maining two of the six years: (1) If the 
declared relief from income tax was “total 
relief,” tax for the fifth year is on 33% per 
cent of chargeable income (before deduct- 
ing annual allowances), and for the sixth 
year, on 66%4 per cent of chargeable income 
(before annual allowances). (2) If the relief 
was merely one half of the chargeable in- 
come, tax for the fifth year is on 16% per 
cent of the whole of the chargeable income 
(before annual allowances), and for the 
sixth year, on 334% per cent of the whole 
of the chargeable income (before annual 
allowances). Annual allowances are per- 
mitted before and after the four-year relief 
period, but not during said relief period. 
Any losses incurred during the six-year 
period discussed above, which have not 
been written off, may be carried forward.” 


It is noteworthy that under either of the 
above-described options, an approved enter- 
prisé is not entitled to initial allowances with 
respect to assets acquired prior to, or dur- 
ing, the relief periods.” 

During the seven-year period of the first 
option available or the six-year period of 
the alternative option, an approved enter- 
prise is required to place all profits or gains 
which have been relieved of income tax 
under such alternative provisions in a sepa- 
rate account. If the enterprise intends to 





* Secs. 10 and 11, Industrial Incentives Law, 
1956. 

*® Sec. 12, Industrial Incentives Law, 1956. 

# Sec. 10(4), Industrial Incentives Law, 1956. 

* Sec. 13(1), Industrial Incentives Law, 1956. 
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pay a dividend to its shareholders out of 
such profits or gains, such dividend must 
be paid out of such account.” 


Normally, such dividends will be subject 
to the 37% per cent income tax deduction 
made by the company under the procedure 
described earlier in this article.” However, 
there is an exemption from normal tax to 
residents of Jamaica, or to nonresidents if 
they are not liable to income tax with re- 
spect to such dividend in the country in 
which they are resident.* 


During such time as a company is deemed 
an “approved enterprise,” it may import 
certain articles into the island under com- 
plete or one-half relief from tonnage tax and 
customs duties. However, the iiiiportation 
of such articles is required to be for the 
construction, alteration, reconstruction or 
extension of the factory premises specified 
by the governmental decree, or for the 
equipping of such factory premises or the 
extension of such premises to be used for 
the manufacture by the “approved enter- 
prise” of the “approved product.” No ar- 
ticles may be imported with any benefit in 
respect of tonnage tax or customs duty if 
such articles are intended for the purpose 
of effecting repairs to the factory, or to any 
extension thereof, or to any apparatus, ma- 
chinery, appliances or equipment contained 
in the factory or any extension thereof,“ 


It should be noted, however, that articles 
which have been imported free of tonnage 
tax and customs duty are subject to specific 
restrictions concerning the manner and time 
of their disposition.” 


In addition, it should also be recognized 
that the law is not framed in the manner 
which would automatically grant the bene- 
fits in all cases. The facts of a given situa- 
tion will greatly affect the government's 
decision to accord the applicant full conces- 
sions, one half, or none. 


(3) The third major legislative effort is 
the Export Industry Encouragement Law “ 
which provides concessions in relation to 
income tax, tonnage tax and customs duties 
to aid industries producing exclusively for 
export. 


A company which is manufacturing, or 
proposes to manufacture, what has been 
deemed to be an “approved export product” 
may be declared an “approved export manu- 


# Sec. 13(2), Industrial Incentives Law, 1956. 
*8 Sec. 13(4), Industrial Incentives Law, 1956. 
* Sec. 15, Industrial Incentives Law, 1956. 

* See Sec. 17, Industrial Incentives Law, 1956. 
* Law No. 49—1956. 
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Jamaica Industrial Development Corporation 


This cement company had to increase production to keep up with builders’ 
demands for the product. Original company expansion plans called for export 
of some cement, but industrial development of Jamaica has progressed so that 
the company may soon double production just to supply the island's needs. 


” 


facturer” if it satisfies the government that 
it (1) proposes to manufacture the approved 
export product exclusively for export from 
Jamaica; (2) is adequately financed; (3) 
has adequately trained personnel in its 
employ or is able to obtain the services of 
such personnel; (4) has access to the neces- 
sary technical information; (5) is able to 
obtain adequate raw materials; (6) posses- 
ses, or will possess, the necessary factory.” 

As an “approved export manufacturer,” a 
company is entitled to elect one of two 
alternative concessions before the date of 
official production. The optional treatment 
so elected is not subject to change.* 


The first of the alternative concessions is 
the election to obtain those reliefs from 
customs duties, tonnage tax and income tax 
which are obtainable under the Pioneer 
Industries (Encouragement) Law.” 


The second alternative available is to ob- 
tain those reliefs from customs duties, ton- 
nage tax and income tax as provided under the 
Industrial Incentives Law.” However, not- 
withstanding anything contained in the In- 
dustrial Incentives Law, all “approved export 
manufacturers” who elect this optional 
treatment are entitled to 100 per cent of the 
benefits of the Industrial Incentives Law.” 

Raw materials and fuel required for the 
manufacture of the “approved export prod- 
uct” may be imported without payment 
thereon of customs duty or of tonnage tax. 
In addition, notwithstanding anything con- 
tained in the Pioneer Industries (Encour- 
agement) Law or the Industrial Incentives 
Law, articles may, during the relevant stat- 
utory periods as circumscribed in the above 
laws, be imported free of tonnage tax and 
customs duty if the collector general is of 
the opinion that such articles are intended 





al Sec. 4(1), Export Industry 
Law, 1956. 


Encouragement 


*Sec. 9, Export 
Law, 1956. 

# Sec. 10, Export Industry 
Law, 1956. 


Industry Encouragement 


Encouragement 


Jamaica 


%® Sec. 11, Export Industry Encouragement 
Law, 1956. 
51 Sec. 11(3), Export Industry Encouragement 


Law, 1956. 





for the purpose of effecting repairs to a 
factory specified in the official declaration 
under the Export Industry Encouragement 
Law. This treatment is also applicable to 
any apparatus, machinery, tools, appliance 
or equipment contained in the factory.” 

The law makes it quite clear that no ap- 
proved export manufacturer shall sell, give 
away or otherwise dispose of, any approved 
export product for use in Jamaica.” 


Special industrial concessions.—In addi- 
tion to the concessions of a general nature 
as discussed heretofore, the Jamaican Gov- 
ernment has enacted specific concessionary 
legislation with respect to the buttons manu- 
facturing industry, the motion picture in- 
dustry, the textile industrv, and the hotel 
industry, 


For example, under the Hotel Aids Law 
a person obtaining a license from the gov- 
ernment is entitled to import into the island 
specific building materials and articles of 
hotel equipment and furniture, free of all 
customs duties and tonnage tax. Where a 
license has been granted to any person 
under the Hotel Aids Law, the licensee- 
proprietor is permitted, for income tax 
purposes, to set off against income arising 
from the hotel one fifth of the capital ex- 
penditure of such hotel in each of any five 
of the eight years of assessment following 
the year of assessment in which the license 
is granted.“ For this purpose, “capital ex- 
penditure” does not include any sum paid 
with respect to the purchase price of any 


land or of any existing hotel, or in respect 
of good will.” 


Within two years after the year of assess- 
ment in which such set-off against profits 
is made, the company may distribute, as 
capital monies, to its shareholders or de- 
benture holders (or both) a sum equivalent 
to the whole or such part of the amount 
so set off as the company may determine.” 


While the above by no means fully ex- 
plores the special legislation applicable to 
the hotel industry, it emphasizes the fact 
that in addition to examining the income 
tax law, potential investors would be wise 
to carefully explore the specific concession- 
ary statutes as well as those of general 
applicability. 


United States Income Tax Considerations 


In addition to examining the foreign 
market, government concessions, currency 
restrictions and foreign taxation, every analy- 
possible foreign expansion should 
seek to determine the most favorable man- 
ner of operation in the light of the United 
States Internal Revenue Code. 


Sis ot 


While an analysis of such a nature is 
beyond the intended scope of this article, 
it should be fairly clear that any decision 
concerning proposed foreign operations 
necessitates a determination as to whether 
to conduct the foreign business in the form 
of a branch, a domestic subsidiary, a for- 
eign subsidiary or, possibly, a foreign sub- 
sidiary of a foreign subsidiary.” [The End] 


INDIVIDUALS FARE BEST ON REFUND CLAIMS 


The question on the minds of indi- 
vidual and corporate taxpayers who 
have made a claim for a refund of 
taxes is, “Will I get all I asked for?” 
The individual stands the better chance 
of an affirmative answer, it is evi- 
denced by the Commissioner’s annual 
report for 1956. In fiscal 1956, 228,753 
individuals asked for $80,530,000, and 


5% Sec. 13, Export Industry Encouragement 
Law, 1956. 

Sec. 15, Export Industry Encouragement 
Law, 1956. 

54 Sec. 28A(1), Income Tax Law, as amended 
by Law No. 7—1956. 

% Sec. 28A(6), Income Tax Law, as amended 
by Law No. 7—1956. 

®° Sec. 28B, Income Tax Law, as amended by 
Law No. 7—1956. 

*7 J. K. Lasser, ‘‘How to Do Business in For- 
eign Countries,’’ Handbook of Tax Techniques, 
p. 713; Allan and Coggan, ‘“Tax Planning for 
Foreign Trade,’ Tax Law Review, November, 
1946, p. 23; Brainerd, ‘‘United States Income 
Taxation of International Sales of Personal 
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were allowed $51,036,000 (about 63 
per cent). Corporate taxpayers, on 
the other hand, made refund claims 
on both income and profits taxes of 
$402,582,000 but were allowed only 
$89,654,000 (22 per cent). It is inter- 
esting to note that while a quarter 
million individuals requested refunds, 
only 22,843 corporations filed claims. 


Property,’’ 32 TAxEs 359 (May, 1954); Seidman, 
‘“‘Western Hemisphere Trade Corporations as 
Sales Subsidiaries,’’ 31 TAXES 369 (May, 1953); 
Barlow and Wender, Foreign Investment and 
Taxation, (Prentice-Hall, 1955); Joseph, ‘‘Or- 
ganizing International Businesses,’’ 30 TAXES 
720 (September, 1952); Seghers, Savage and 
Rinehart, ‘‘How to do Business Abroad at the 
Least Tax Cost,’’ Tax Ideas, par. 7025; Hinkel, 
‘“‘How to Handle the Foreign Tax Credit,’’ Tax 
Ideas, par. 7030; Brainerd, ‘‘United States In- 
come Taxation of the Foreign Holding Com- 
pany,’’ 34 TAXES 231 (April, 1956); R. Baker, 
‘‘Manual on the Organization and Operation of 
Western Hemisphere Corporations,"’ Notre 
Dame World Trade Conference Papers (1954). 
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The Five-Year Business Rule 
for Corporate Separations 


By MORTIMER CAPLIN 


Extremely troublesome problems are created by the five-year active-conduct- 
of-business rule where there is a distribution of stock of a controlled 


corporation. 


In this article the author considers these problems and suggests 


a possible solution for use by the Internal Revenue Service in its 


ruling procedure. 


With one modification in the original version— 


that is, a postscript reflecting some subsequent events—this article is 
reprinted by permission of the copyright owners from the Proceedings 

of the New York University Fifteenth Annual Institute on Federal Taxation, 
published by Matthew Bender and Company, Albany, New York. 


N MANY RESPECTS, Section 355 of 

the Internal Revenue Code of 1954 has 
simplified tax-free corporate separations, 
whether they be _ spin-offs, split-offs or 
split-ups: 

(1) A “reorganization” is no longer neces- 
sary to effect transactions of these types. 


(2) A spin-off will not automatically be 
disqualified merely because of the presence 
of “boot.” ? 


(3) Preferred stock and securities,? as 
well as common stock, of the controlled cor- 
poration may be included in the distribution. 


(4) It is now clear that the distributing 
corporation need not distribute all of the 
stock of the controlled corporation.’ 


(5) The distribution may be other than 
on a pro-rata basis. 


(6) A shareholder may have the advan- 
tages of this section though he surrenders 
no stock in the distributing corporation. 


1Cf. Code Secs. 355(a)(4) and 356. Corre- 
sponding sections under the 1939 Code made no 
provision for ‘“‘boot’’ in a spin-off. See 1939 
Code Secs. 112(b)(11) and 112(c). 

2If no securities are exchanged for the dis- 
tributed securities, or if the principal amount 
of the distributed securities exceeds the prin- 
cipal amount of the securities exchanged, then 
the ‘‘boot’’ provisions of Sec. 356 come into 
play. See Code Secs. 355(a)(3) and 356(d) (2). 

3 Some stock and securities may be retained 
by the distributing corporation, provided that 
stock constituting control under Sec. 368(c) 
is distributed and that the retention is not 


Five-Year Business Rule 


One aspect of Section 355, however, pre- 
sents a complication which was not present 
under the 1939 Code. Reference here is to 
the “active business” requirements imposed 
by Section 355(a)(1)(C) and amplified by 
Section 355(b). 

In general, it is not possible to effect a 
corporate separation under Section 355 unless 
“the distributing corporation, and the con- 
trolled corporation [are] engaged im- 
mediately after the distribution in the active 
conduct of a trade or business . . And 
it is necessary that such trade or business 
have “been actively conducted throughout 
the 5-year period ending on the date of the 
distribution —s 


What Constitutes a Five-Year Business? 


, 


The “active business” requirements pre- 
sent many difficult problems with no clear 
solution being found in the statute, in its 
legislative history or in the regulations: 


pursuant to a plan having tax avoidance as one 
of its principal purposes. (Code Sec. 355(a)(1) 
(D).) No similar provision was contained in 
Sec. 112(b)(11) of the 1939 Code, although Regu- 
lations 118, Sec. 39.112(b)(11)-2(c) indicated that 
there were circumstances under which some 
stock could be retained. See Tomasulo, ‘‘Split- 
Ups and Related Topics,’’ Proceedings of New 
York University Twelfth Annual Institute on 
Federal Taxation (1954), pp. 287, 301-302. 

* Code Sec. 355(b)(1)(A). Separations by hold- 
ing companies are covered by Sec. 355(b)(1)(B). 

5 Code Sec. 355(b) (2) (B). 
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What constitutes a “business”? 


Must one fragmentize the various corpo- 
rate activities into separate “businesses,” 
where separation is possible, and then sub- 
ject each fragment to the five-year test? 


What if two “businesses” meet the five- 
year test, but a third activity does not? 


What if one of the “businesses” has un- 
dergone tremendous growth during the five- 
year period? 

Must this growth have been financed by 
the particular business itself, or may the 
other business lend assistance? 


What changes in a business during the 
five-year period will make it a “new or 


different business” ? 


Will the existence of a substantial amount 
of cash or investment assets make it im- 
possible to meet the “active business” require- 
ments? If not, will this nevertheless serve 
to indicate that the transaction is a “device” 
for the distribution of earnings and profits? 


How should cash and investment assets 
be divided between the distributing and 
controlled corporations? 

These various issues are raised by the 
following statement of facts, involving Plass- 
Trapp, Incorporated. While the Internal 
Revenue Service has not yet evolved a 
clear-cut policy for answering many of the 
problems, the discussion below may suggest 
a basis for the establishment of such a 
policy. 


STATEMENT OF FACTS 
AND PRELIMINARY ANALYSIS 


Plass-Trapp, Incorporated (herein called 
“Trapp”’), was organized under the laws 
of Virginia in 1930 for the purpose of 
manufacturing and selling better plastic 
mousetraps. It has had a successful manu- 
facturing operation in Charlottesville, Vir- 
ginia, since its formation and, under its 
broad charter, has also engaged in real 
estate transactions during the past 15 years. 
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Trapp files its income tax returns on the 
accrual basis and uses the calendar year 
as its fiscal period. A financial summary 
of the affairs of Trapp, as of December 
31, 1956, is shown at the top of the facing 
page. 

There are presently outstanding 4,500 
shares of Trapp’s $100 par-value common 
stock, which is held by 300 stockholders: 
200 holding from one to five shares each, 
and 100 holding over five shares. Since 
1945, Trapp has regularly paid an annual 
dividend of $7.50 on each share of its 
outstanding stock. 


Real Estate Operations 


Item 1: In 1930, Trapp built its own 
manufacturing plant on land purchased 
by it. 

Item 2: In 1941, it constructed, on part 
of the land originally acquired for the plant 
site, a two-story brick garage which it has 
continued to rent to a Ford agency. 


Item 3: In 1946, it purchased a small, 
three-story brick office building, directly 
behind its plant, and it has continued to 
rent offices to various tenants since that date. 


Item 4: In 1949, it purchased 20 acres 
of land at the edge of the city, to be held, 
in part, as a possible new plant site. In 
1949 and 1950, it subdivided half of this 
land and sold it to the public. In 1951, 
it abandoned this new construction project 
and has since held the remaining land for 
long-range investment and for possible 
development. 


Item 5: In 1951, it acquired several old 
buildings, demolished them and developed 
a public parking lot. Since July of that 
year, it has rented the property to a 
parking-lot operator. 


Item 6: In 1953, Trapp purchased and 
then demolished two old residences and 
developed a private parking lot for plant 
personnel and visitors. 


Item 7: Finally, in 1956, Trapp  pur- 
chased several additional residences, de- 
molished them and then erected a modern 
four-story office building, which it is rent- 
ing on a long-term basis to a large in- 
dustrial corporation. The project was 
undertaken only after this favorable lease 
had been negotiated. Actual construction 
costs of $400,000 were financed in part by 
a $220,000 loan from an insurance company, 
payable over a 20-year period, with the 
balance from cash funds accumulated by 
Trapp. 
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ASSETS 


Accounts receivable 
Inventory 


Total Current Assets 


Land, Building and Equipment: 
Item 

Manufacturing plant ... 
Ford property ..... 
Old office building 
Undeveloped land 
Public parking 
Plant parking 
New office building 


1941 


1951 
1953 
1956 


Total Assets . 


Acquisition Adjusted 
Date 
1930 


1946 
1949 


Fair Market 
Value 
$ 600,000 
40,000 
65,000 
100,000 
85,000 
35,000 
425,000 


Average 
Net Income 
$ 51,000 
5,000 
6,000 


Basis 
$320,000 
22,000 
43,000 
20,000 
27,500 
35,500 
425,000 


6,000 
3,000* 

29,000 

$100,000 


$893,000 $1,350,000 


$980,000 


LIABILITIES AND NET WORTH 


Current liabilities 

Mortgage on new office building 
Capital stock 

Earned surplus 


Total 


$ 40,000 
220,000 
450,000 
270,000 


$980,000 


* Projected rent to be paid by manufacturing corporation. 


The average net income (before taxes) 
earned over the past five years by the 
plant and each of the various real estate 
properties is set forth above in the financial 
summary of December 31, 1956. Also in- 
cluded are the adjusted basis and fair 
market value of each item. 


Plan for Separating Realty 
from Manufacturing Operations 


Past operations.—From its inception, the 
plant has been run by a general manager 
who is a director but not a stockholder. 
He has had full charge of the manufactur- 
ing and selling operations, with only gen- 
eral policy guidance from the board. As 
to the real estate activities, however, the 
president of Trapp and other individual 
directors have made most of the day-to-day 
decisions. The secretary has collected rents 
and has kept the real estate books. 


Under the existing arrangement, some 
confusion has arisen involving the rental 
properties. The local business community, 
for example, has been inclined to contact 
the general manager about the rental busi- 
ness, diverting him from his proper duties 


Five-Year Business Rule 


and creating a temptation for him to inter- 
fere in matters not within his jurisdiction. 


Proposed separation—The directors of 
Trapp are anxious to separate the two 
operations of manufacturing and real estate. 
They wish to have each in a different 
corporation, with the stockholders holding 
certificates of stock of any new corporation 
in the same proportion as their holdings in 
Trapp. Naturally, they desire that this 
separation be effected without a federal tax 
being imposed upon Trapp or upon any 
new corporation, or upon the stockholders. 


Business purpose.—It is believed that 
a separation of the activities would elimi- 
nate the confusion concerning the rental 
operation and, at the same time, would 
clearly delineate the areas of responsibility 
of the operating employees. Further, the 
board believes that the separation would 
facilitate the proper management, account- 
ing and financing of each of the two ac- 
tivities. In this fashion, the directors 
anticipate that both operations would be 
enabled to expand and develop in an orderly 
fashion and to realize their separate ultimate 
potentials. 
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Present intention.—There is no present 
intention on the part of any of Trapp’s 
directors, officers or principal stockholders 
to sell or otherwise dispose of any stock of 
Trapp or of any resulting corporation; 
nor do they intend to liquidate Trapp or 
any resulting corporation after the separation. 


Preliminary Analysis of Problem 


Trapp should be able to effect a spin-off 
under Section 355 by transferring one of its 
two major activities to a new corporation 
in exchange for its stock and by distributing 
all of this new stock pro rata to Trapp’s 
shareholders. Despite the expansion of 
the real estate operations during recent 
years, each of two existing businesses has 
been actively conducted by Trapp for over 
five years.’ Valid business and corporate 
purposes seem to exist, and it may be said 
that the transaction is being “carried out 
for purposes germane to the busi- 
ness of the corporations.”* Neither sale 
of the stock of either corporation, nor 
liquidation, is contemplated.’ In view of 
the foregoing and of the “nature, kind and 
amount of the assets of both corporations 

immediately after the transaction,” ” 
the transaction does not appear to have 
been “used principally as a device for the 
distribution of the earnings and profits of 
the distributing corporation or the con- 
trolled corporation “”™ Tn the final 
analysis, the transaction “contemplates a 
continuity of the entire business enterprise 
under modified corporate forms and a con- 
tinuity of interest in all or part of such 
business enterprise on the part of those 
persons who, directly or indirectly, were 
the owners of the enterprise prior to the 
distribution er 


If no compelling nontax reasons are 
presented, it would be advisable to transfer 
the manufacturing plant (Item 1) to the 
new corporation. In this way, any ac- 
celerated depreciation method previously 


® Regs. Sec. 1.355-2(d). 

T Regs. Sec, 1.355-1(a) and (c). 

5 Regs. Sec. 1.355-2(c). 

® Regs. Sec. 1.355-2(b) (1). 

1” Regs. Sec. 1.355-2(b) (3). 

11 Code Sec. 355(a)(1)(B). 

2 Regs. Sec. 1.355-2(c). 

% Code Sec. 381(a): S. Rept. 1622, 83d Cong., 
2d Sess., pp. 52, 276 (1954). 

4 Code Sec. 167(c)(2); cf. Rev. Rul. 56-256, 
1956-1 CB 129. For other reasons supporting 
the transfer of the manufacturing operation 
to the new corporation, see footnotes 36 and 37. 

% Rev. Rul. 56-555, I. R. B. 1956-44, 11; Rev. 
Rul. 56-557, I. R. B. 1956-45, 8; cf. Rev. Rul. 
56-554, I. R. B. 1956-44, 9. Under other sections 
of the Code, the ownership of a single parcel 
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used for the new office building (Item 7) 
would be preserved. Should other business 
considerations make it preferable to trans- 
fer the realty business to the new corpo- 
ration, the accelerated depreciation would 
be lost. The carry-over provisions of Sec- 
tion 381—which include the carry-over of 
accounting methods—do not come into play 
in a divisive transaction of this type.” 
Consequently, if the new office building 
were to be transferred to a new corpo- 
ration, accelerated depreciation could not 
be continued as “the original use of such 
property” would not have commenced with 
such corporation.” 

In all events, because of the uncertainties 
surrounding the application of the five-year 
“active conduct” test, it is recommended 
that an advance ruling be sought from the 
Internal Revenue Service before this spin- 
off is consummated. 


PROBLEMS 
RAISED BY FIVE-YEAR RULE 


What Is a ‘‘Business’'? 


The manufacture and sale of mousetraps 
clearly involved “the active conduct of a 
trade or business” within the meaning of 
Section 355(b). It is also believed that the 
real estate activities qualified. As to those 
parcels operated by Trapp for over five 
years (Items 2, 3 and 5), there should be no 
doubt, for the ownership and rental of three 
separate and improved parcels of realty 
appear to constitute the conduct of a “trade 
or business.” * ; 


This conclusion is enforced by the facts 
that two of the properties (Items 2 and 5) 
had actually been developed by Trapp and that 
the average net income realized from these 
activities during the past five years was not 
insignificant.” 


An issue is raised, however, by the parcel 
of undeveloped land (Item 4). Taken by 
itself, the holding of this tract for invest- 


of income-producing realty has been held to 
involve a ‘‘trade or business."’ Leland Hazard, 
CCH Dec. 15,273, 7 TC 372 (1946); cf. John 
Fackler, CCH Dec. 12,169, 45 BTA 708 (1941), 
aff'd 43-1 ustc { 9270, 133 F. (2d) 509 (CCA-6). 
Contra: Grier v. U. 8., 54-1 uste { 9268, 120 F. 
Supp. 395 (DC Conn.), aff'd per curiam, 55-1 
ustc § 9184, 218 F. (2d) 603 (CCA-2); cf. Susan 
P. Emery, CCH Dec. 18,519, 17 TC 308 (1951); 
Durbin v. Birmingham, 50-2 ustc { 9453, 92 F. 
Supp. 938 (DC Iowa). 

1% But cf. Rev. Rul. 56-512, I. R. S. 1956-42, 
15, holding that the ownership of mining prop- 
erty, and the receipt from a lessee of sub- 
stantial annual royalties on ore extracted 
therefrom, did not constitute the conduct of a 
“trade or business."’ (Code Sec. 346.) 
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ment purposes and for possible development 
would not be considered the active conduct 
of a “trade or business.” ” 


Further issues are raised by the recent 
acquisitions of two other properties (Items 
6 and 7). Neither of them, if viewed sepa- 
rately, would meet the five-year test. One 
of them (Item 6), if considered alone, could 
not be regarded as a “trade or business,” 
for its use and occupancy has been confined 
entirely to Trapp.” 


Because of these issues, the initial ques- 
tion to be answered is whether each parcel 
of realty must separately meet the five-year 
“active conduct” test, or whether all the 
realty may be tested in the aggregate. 


Aggregate v. Separate Approach 


A categorical answer would not appear 
appropriate for this question. Rather, it 
would seem that the nature of the over-all 
activities must be examined, with considera- 
tion being given to all the surrounding facts 
and circumstances. For example, where, as 
here, there is centralized management of a 
number of related real estate activities, the 
taxpayer should be permitted to treat the 
operation as constituting a single business 
and should not be required to submit each 
segment of the business to the five-year 
“active conduct” test.” On the other hand, 
if each real estate activity is self-sufficient 
and separately managed—namely, hotels in 
different localities—it might have to be con- 
cluded that each separate activity must 
meet the standard of Section 355(b).” -In 
the latter situation, the policy of the Inter- 
nal Revenue Service need not be a rigid 
one; and, when legitimate business reasons 
are present, a taxpayer should be given 
some latitude in submitting its operations 
either to the aggregate approach or to the 
separate approach. 


Regardless of the approach taken, the 
question ultimately to be answered is: What 
is the effect of the existence of assets which 
do not meet the five-year “active conduct” 
test? 


™ Regs. Sec. 1.355-1(c)(1) and (d), Hxample 
(6). » 

18 Regs. Sec. 1.355-1(c)(2); Rev. Rul. 56-266, 
1956-1 CB 184 (issue as to land and building). 
Also, see Regs. Sec. 1.355-1(d), Example (12). 

1% See Rev. Rul. 56-555, I. R. B. 1956-44, 11; 
Rev. Rul. 56-557, I. R. B. 1956-45, 8. Also, cf. 
Rev. Rul. 56-554, I. R. B. 1956-44, 9. 

2» Cf. Regs. Sec. 1.355-1(d) Hxamples (8) and 
(10). Also, ef. Rev. Rul. 56-451, I. R. B. 1956-37, 
17 (magazine relating to metal working indus- 
try separated under Sec. 355 from three other 
magazines relating to electrical and electronics 
industries). 
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Ineligible Assets 


The presence of assets which do not meet 
the five-year “active conduct” test could, 
under given circumstances, defeat the avail- 
ability of Section 355. Thus, if an excessive 
amount of cash or of unrelated investment 
assets were involved, the entire transaction 
might be attacked as a “device” for the 
distribution of earnings and profits.” In 
contrast, if these assets were not excessive,” 
or were reasonably related to or were being 
used in the business activities of the cor- 
poration, corporate separation under Section 
355 should be possible. 


Support for including less-than-five-year 
related assets may be found in the growth 
rule suggested by the conference committee 
report and embodied in the regulations.” 
Under this rule, the position of the taxpayer 
is strengthened when its activities are tested 
in the aggregate, instead of separately. As 
to Trapp, for example, it may well urge that 
the ownership of undeveloped land (Item 
4), the development of the plant parking 
lot (Item 6), and the erection of the new 
office building (Item 7) were all a part of 
the normal operation and growth of its 
general real estate business. Obviously, its 
ability to establish this position is weakened 
when it is required to treat each real estate 
activity separately, for then, each parcel 
would have to stand alone as a “trade or 
business”; and each activity instituted dur- 
ing the five-year period would automatically 
“constitute the acquisition of a new or dif- 
ferent business,” ineligible for separation.™ 


Growth Rule 


The conference committee report states 
that the five-year “active conduct” require- 
ments will be met “even though such trade 
or business underwent change during such 
five-year period, for example, by the addi- 
tion of new, or the dropping of old, prod- 
ucts, changes in production capacity, and 
the like, provided the changes are not of 
such a character as to constitute the ac- 
quisition of a new or different business.” * 


21 See Regs. Sec. 1.355-2(b)(3) and Code Sec. 
355(a)(1)(B). 

2 The Internal Revenue Service has ruled 
favorably on a Sec. 355 separation where 11.4 
per cent of the total value of all assets 
transferred to a new corporation were unre- 
lated ‘“‘investment assets."’ Rev. Rul. 56-557, 
I. R. B. 1956-45, 8. 

2H. Rept. 2543, 83d Cong., 2d Sess., p. 38 
(1954); Regs. Sec. 1.355-4(b) (3). 

*H. Rept. 2543, 83d Cong., 2d Sess., p. 38 
(1954); Regs. See. 1.355-4(b) (3). 

*H. Rept. 2543, 83d Cong., 2d Sess., p. 38 
(1954). 
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Regulations Section 1.355-4(b)(3) contains 
almost identical language. 


Two problems are raised by this rule: 
(1) May an expansion during the five-year 
period be so substantial that it will be 
deemed to create a “new or different busi- 
ness”? (2) Must the financing of the growth 
come from the enlarged business itself, or 
may it be provided from the other business? 


Litmus paper approach.—Representatives 
of the Internal Revenue Service have in- 
formally indicated that they are applying 
an automatic, litmus paper approach to this 
problem. That is, they will find an expanded 
business eligible for a Section 355 separation 
when the five-year-and-over assets in that 
business (1) have net adjusted bases of 
more than 50 per cent of all of the assets 
in that business, (2) have a net fair market 
value of more than 50 per cent of all of 
such assets, and (3) will produce more thai 
50 per cent of the projected net income o 
that business. Any liability incurred in con 
nection with the acquisition of any asset 
may presumably be used as an offset in 
determining its net adjusted basis and net 
fair market value; and, apparently, no in- 
quiry will be made under these tests into 
the source of the funds required for the 
expansion. 


This approach of the Service includes a 
slight measure of flexibility. For, if an ex- 
panded business met any two of the three 
specific standards, it might still be found 
eligible under Section 355(b). But if none 
of the tests was met, or perhaps only one, 
the business would in all likelihood be dis- 
qualified for separation. 


“Character” of change—The Service’s 
emphasis upon the extent of growth during 
the five-year period does not seem justified. 
Under the conference committee report and 
the regulations, change per se is not con- 
demned. The point of focus, instead, is 
upon the character of the change. And, then, 
the statute is unsatisfied only where the 
character of the change is of such a degree 
“as to constitute the acquisition of a new 
or different business.” 


Thus, a small oil business should not be 
denied separation merely because a large 
gusher was struck on its property within 
the five-year period. Such a self-sufficient 
business should not be limited in its growin 
under Section 355, particularly when the 
expansion occurred through the development 
of its own resources. The result should be 
the same even though the business was re- 


% Regs. Sec. 1.355-2(b) (3). 
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quired to finance its growth by funds bor- 
rowed from outside sources. 


The problem may be regarded as more 
serious where the recent expansion dwarfs 
the prior business and where the expansion 
was financed through funds supplied by the 
other business of the corporation. Yet, so 
long as the type and character of the busi- 
ness remain essentially unchanged, the ex- 
panded business should still be eligible for 
separation under the five-year rule. The 
terminology of Section 355 and its legisla- 
tive history do not seem to require a stricter 
view. 

Is it a “device”?—In this last situation, 
careful consideration should be given to 
whether the recent investment of the other 
business’ funds indicates that the transac- 
tion is being used principally as a “device” 
for the distribution of earnings and profits. 
This would certainly be an appropriate line 
of inquiry and, in a given case, attack might 
well be made on these grounds. But this 
should have no bearing on the issue of 
whether there has been “active conduct of 
a trade or business” during the five-year 
period, 


The Service, nevertheless, seems bent upon 
blocking potential tax-avoidance plans through 
a strict interpretation of the growth rule. 
Perhaps it has in mind that it must police 
a similar five-year test in partial liquidations 
under Section 346(b)—a provision which 
does not contain a “device” safeguard. 


Excessive Unrelated Assets: 
Evidence of a ‘Device’? : 


Regulations Section 1.355-2(b)(3) pro- 
vides that, in determining whether a trans- 
action is being used “principally as a de- 
vice” for the distribution of earnings and 
profits, particular consideration will be given 
to the nature, kind and amount of the 
assets of both corporations. “The fact that 
at the time of the transaction substantially 
all of the assets of each of the corporations 
involved are and have been used in the 
active conduct of trades or businesses which 
meet the requirements of section 355(b) will 
be ‘considered evidence that the transaction 
was not used principally as such a device.” * 


The existence of a substantial amount of 
excess cash or excess investment assets 
would undoubtedly make it difficult to pro- 
cure a favorable ruling from the Internal 
Revenue Service. What amount or per- 
centage will be regarded as substantial in 
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a given case is difficult to fix with any 
degree of certainty. An unreasonable ac- 
cumulation of income under Section 531 
should not automatically prevent a separa- 
tion under Section 355. In fact, in ruling 
favorably under the latter section, the Serv- 
ice often reserves its right to raise ques- 
tions under the former. Nevertheless, it 
may be anticipated that a corporation found 
to be within the scope of Section 531 would 
encounter severe obstacles in running the 
gamut of Section 355. 


Allocation of Cash and Investment Assets 


The mere existence of some excess cash 
and unrelated investment assets would not 
defeat a tax-free corporate separation. The 
Service has already ruled that a spin-off of 
realty’ by a bank fell under Section 355 
though 11.4 per cent of the transferred 
assets consisted of investment assets —that 
is, mineral rights, corporate stocks and an 
interest in a partnership.” In that ruling, 
the Service voiced no objection to the fact 
that these unrelated assets were being trans- 
ferred to a new corporation which had as 
its main function the continued operation 
of a real estate business. Had only excess 
cash been involved, closer consideration might 
have been given to making an allocation of the 
funds between the new and old corporations. 
Even with unrelated assets other than cash, 
this allocation problem may have to be met 
when a more substantial sum is involved, or 
when these assets are not clearly foreign 
to the business retained by the old corporation. 


Working capital requirements.—There 
seems to be a tendency in practice today to 
transfer only a small amount of cash, per- 
haps the necessary working capital, to the 
new corporation created in a Section 355 
transaction. While this might be viewed as 
insulating the new corporation against attack 
as a mere “device,” such an approach seems 


* Rev. Rul. 56-557, I. R. B. 1956-45, 8. 

*%In Rev. Rul. 56-554, I. R. B. 1956-44, 9, a 
bank effected a Sec. 355 spin-off of the stock of 
its wholly owned subsidiary, after the sub- 
sidiary had first distributed to the bank all 
of its assets other than land and a relatively 
small amount of cash. The subsidiary was 
thus permitted to prepare for the separation by 
declaring a dividend of its unrelated assets, 
thereby retaining only its business assets and 
working capital. 

2 Of. Rev. Rul. 56-655, I. R. B. 1956-51, 11, 
involving a split-up of a corporation between 
two disputing factions—where, to equalize the 
exchange, it was found necessary to transfer 
some cash previously used in the furniture 
branch to the new appliance corporation. The 
Service held that ‘‘the transfer of cash to one 
corporation to make the value of assets dis- 
tributed to it correspond to the value of assets 


Five-Year Business Rule 


entirely artificial. Under Section 355(a)(1) 
(B), the old corporation, just as well as the 
new, could be the vehicle for the distribu- 
tion of earnings and profits. For, if the old 
corporation were to be sold or liquidated at 
a conveniently distant future date, its prior 
retention of excess cash or investment assets 
would be an ideal means for securing addi- 
tional long-term capital gains. 


In short, both the old and the new cor- 
porations should be equally scrutinized for 
evidence of the “device” taint. Any sus- 
picious assets thus disclosed, whether re- 
tained by either or divided between the two, 
might come within the tax-avoidance pro- 
hibition of the statute. 


In a given case, the sums involved might 
be deemed insubstantial and clearly un- 
related to the primary business of the old 
corporation. Then, it might be proper to 
permit the transfer of the miscellaneous 
assets to the new corporation. Again, in- 
significant unrelated assets might be re- 
tained in the old corporation, with the new 
corporation receiving only the physical assets 
of its business plus the needed working cap- 
ital.* No automatic standard should be 
applied in making this allocation, and each 
case should be considered in the light of its 
particular facts.” 


Earnings and profits analogy.—A guide 
for this allocation may be found in the rules 
under Section 312(i) for dividing earnings 
and profits in a Section 355 separation. 
That is, the allocation might generally be 
made in proportion to the respective fair 
market values of the businesses (and inter- 
ests in other properties) retained by the 
distributing corporation and those transferred 
to the controlled corporation.” Or, in a 
proper case, the allocation might be made 
in proportion to the net bases of the assets 
transferred and of the assets retained.” Or, 


distributed to the other corporation will not 
prevent the proposed transaction from coming 
within the provisions of sections 368(a)(1)(D) 
and 355 of the Internal Revenue Code of 1954.”’ 
%® Proposed Regs. Sec. 1.312-10(a) described 
the general rule as involving a comparison of 
the fair market values of only the businesses 
retained and the businesses spun off. In the 
final regulations, however, the words ‘‘and 
interests in any other property’’ were inserted 
after the word ‘‘businesses.’’ See Regs. Sec. 
1.312-10(a). The regulations thus seem to an- 
ticipate that a Sec. 355 separation could be 
accomplished despite the existence of assets (or 
‘‘interests’’) other than the five-year businesses. 
*™ Regs. Sec. 1.312-10(a). Under the 1939 Code, 
some separation cases allocated earnings and 
profits by relative book values of the assets 
(Barnes v. U. 8., 38-1 uste { 9067, 22 F. Supp. 
(Continued on following page) 
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where the business operations and account- 
ing records permitted, the allocation might 
even be made on the basis of the compara- 
tive financial performances of the two busi- 
nesses during their respective lives.” 
Where one of the two distinct businesses 
produced most of the earnings of the com- 
bined enterprises, it would seem proper to 
allocate to that one—whether the business 
was retained in the old corporation or trans- 
ferred to the new—the bulk of the cash and 
investment assets remaining after providing 
working capital for each corporation. 


CONCLUSION 
50-Per-Cent Test 


Superficially, Trapp’s real estate assets 
would seem ineligible for a Section 355 sep- 
aration under the Service’s 50-per-cent “lit- 
mus paper” approach to the growth rule. 
The new office building (Item 7) has a net 
adjusted basis and net fair market value of 
$205,000. All other real estate assets to be 
spun-off have a net adjusted basis and net 
fair market value of $148,000 and $315,000, 
respectively. Further, the projected net in- 
come of the real estate eligible on this basis 
would be $20,250, as compared to $29,750 
for the ineligible. In other words, the eli- 
gible realty would pass the 50-per-cent test 
for net fair market value but would fail on 
comparisons of net adjusted bases and of 
net income. 


The situation is aggravated if the plant 
parking lot (Item 6) is also declared in- 
eligible; and this might be said to result 
on two counts: (1) The lot was completed 
in 1953, less than five years before the 
proposed spin-off; and (2) the lot has not 
separately produced income, for it has been 
used solely as an adjunct of the manufac- 
turing business. However, if the real estate 
is viewed as an aggregate, the plant parking 
lot might well be included among the eli- 
gible assets as a natural development of 
the real estate business within the five-year 
period. That its previous use had not 
independently created outside income loses 
significance if all other eligible realty in- 
come is taken into account.™ 


(Footnote 31 continued) 
282 (DC Pa.); Stella K. Mandel, CCH Dec. 
14,732, 5 TC 684 (1945)) although at least one 
ease used relative fair market values. See 
Estate of Howard H. McClintic, CCH Dec. 
12,580, 47 BTA 188 (1942). 

2 Cf. Regs. Sec. 1.312-10(a) (‘“‘by such other 
method as may be appropriate under the facts 
and circumstances of the case’’). Also, ‘see Ohl, 
“Basis and Allocation of Earnings and Profits 
in Spin-Off, Split-Off and Split-Up Reorganiza- 
tions,'’ Proceedings of New York University 
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Despite the above analysis under the 
Service’s suggested approach, this writer 
believes that the 50-per-cent test should be 
abandoned insofar as it fails to cover a 
legitimate business transaction of the type 
proposed by Trapp. If the test has any 
validity at all, it should not be employed 
on an exclusive basis but should be re- 
garded as only one of a number of possible 
tests. 


Cash Reimbursement Test 


Trapp’s transaction could be fairly tested 
under Section 355 by considering what the 
result would be if cash were substituted 
for the ineligible realty assets. This in- 
volves the following questions: 


(1) How would such cash be allocated 
between the realty and manufacturing busi- 
nesses? 

(2) In making such allocation, what con- 
sideration should be given to tracing the 
source of the earnings during the past five 
years? 

(3) What provision could be made for 
one business “borrowing” the earnings of 
the other under some reimbursement ar- 
rangement? 


Cash Equivalent 


If the new office building (Item 7) had 
not been erected, Trapp would have had 
approximately $205,000 in additional cash. 
This alone should not have defeated a Sec- 
tion 355 separation under the given facts, 
for the total cash thus on hand would not 
seem “excessive” when all phases of the 
businesses of Trapp are taken into account. 
The issue is not whether Trapp would have 
been subject to the accumulated earnings 
tax of Section 531; instead, our concern is 
whether the additional cash would have 
indicated that the proposed transaction was 
being used principally as a “device” for 
the distribution of earnings and profits.™ 


Once it is concluded that a Section 355 
separation would have been possible if cash 
had been retained, it would seem incon- 
gruous indeed to block the separation be- 


Eleventh Annual Institute on Federal Taxation 
(1953), pp. 311, 341. The administrative practice 
under the 1939 Code for allocating earnings and 
profits in corporate separations was apparently 
based upon a determination of the facts in each 
ease. See S. Rept. 1622, 83d Cong., 2d Sess., p. 
47 (1954). 

% Of. Rev. Rul. 56-555, I. R. B. 1956-44, 11 
(Sec. 355 separation approved where bank spun 
off realty and leased back 35 per cent of the 
space in building in which it operated). 

% See footnote 26. 
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cause of Trapp’s institution of a building 
program during the five-year period. Such 
adverse treatment would encourage the 
conservative corporation to retain its cash 
and would penalize the active corporation which 
replows earnings into its active businesses. 


Intercorporate Adjustment 


Trapp’s proposed transaction should be 
allowed under Section 355 with, perhaps, 
some adjustment between the separated 
corporations to compensate the manufac- 
turing business for its investment of funds 
in the real estate business during the past 
five years. Tracing could be made of the 
earnings of the real estate operation over 
the last five years to determine the amount 
“lent” to it during this period. Reimburse- 
ment could then be effected to the manu- 
facturing business in a number of ways. 


For example, funds might be borrowed 
from outside sources prior to the separa- 
tion, secured by mortgages on the realty to 
be retained by the old corporation; there- 
after, the compensating cash could be trans- 
ferred to the new corporation, along with 
the manufacturing business.” In the alterna- 
tive, the old corporation need not borrow 
or encumber its assets, but it could adjust 
for the prior loan by creating an issue of 
notes or debentures to be included among 
the assets transferred to the new manufac- 
turing corporation.” 


Policy Considerations 


The reimbursement method is suggested 
only as a possible answer to a restrictive 


% See footnote 32. Consideration might be 
given to deducting the income taxes attributable 
to the real estate operation throughout the five- 
year period, although this should not be neces- 
sary. 

* Cf. Rev. Rul. 56-655, I. R. B. 1956-51, 11, 
discussed at footnote 29. If the encumbered real 
estate assets were to be transferred, the as- 
sumption of liability by the new corporation 
might raise a problem under Secs. 357(b) and 
361(b). 

* If, in exchange for the realty, a new corpo- 
ration issued notes or debentures along with its 
common stock, the old corporation might be 
required to distribute these securities to its 
stockholders unless it could establish that their 
retention was not in pursuance of a tax-avoid- 
ance plan. Code Sec. 355(a)(1)(D) (ii); also, see 
footnote 3. A strict reading of the cited section 
would not seem to raise the issue of tax avoid- 
ance where all of the stock was distributed but 
securities alone were retained. The regulations, 
however, provide otherwise. Regs. Sec. 1.355-2 
(d). 

% An example of this strict interpretation is 
also found in the denial of the separation of a 
single integrated five-year business. Regs. Sec. 
1.355-1(a) and (d), Hxample (11). Also, see 
Rev. Rul. 56-287, 1956-1 CB 186 (operation of bus 
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interpretation of Section 355 by the Serv- 
ice.” It is recognized that the Service faces 
comparable problems in interpreting the 
five-year rule in partial liquidations under 
Section 346(b)(1)"—a section which does 
not contain the “device” protection afforded 
by Section 355(a)(1)(B). Nevertheless, the 
continuity-of-business requirement, imposed 
in a corporate separation, would seem 
to permit a broader interpretation of the 
five-year rule under Section 355 than is 
demanded under the narrower policy sup- 
porting Section 346.“ The regulations under 
the latter section now lean heavily upon 
those promulgated under the former.“ Yet, 
the Service possesses an ample basis in its 
ruling procedure for distinguishing between 
a five-year business in the context of Sec- 
tion 355 and another in the context of 
Section 346. Nor does need for a varying 
approach to almost identical language pre- 
sent too great a difficulty to the judiciary, 
for, in the tax field, the courts are long 
accustomed to construing statutory termi- 
nology “with reference to the presupposi- 
tions and purpose” of the particular Code 
provision at hand.* 


POSTSCRIPT 


The history of Plass-Trapp, Inc., is not 
entirely a figment of the author’s imagi- 
nation. At the time it was written, a 
corporation with a comparable background 
had already made application to the In- 
ternal Revenue Service for a spin-off ruling 
under Code Section 355. The statement of 
facts contained in the request for a ruling 


service, and owning and leasing busses); cf. 
Rev. Rul. 56-227, 1956-1 CB 183 (transfer of por- 
tion of assets to new foreign corporation). But 
cf. Rev. Rul. 56-344, I. R. B. 1956-30, 9 (per- 
mitting relocation of five-year business). 

The proposed regulations had allowed the 
separation of wholesale and retail selling opera- 
tions. Proposed Regs. Sec. 1.355-1(c), Example 
(5). But this approach was abandoned in the 
final regulations. Cf. Regs. Sec. 1.355-1(d), 
Example (11). 

% See Rev. Rul. 56-513, I. R. B. 1956-42, 16 
(applying Secs. 331 and 346 to a pro-rata cash 
redemption of part of the stock, from proceeds 
realized from sale of a five-year business). 

“The Committee on Taxation of the Asso- 
ciation of the Bar of the City of New York has 
suggested that the five-year rule be dispensed 
with entirely, in view of the protection afforded 
by the ‘‘device’’ provisions of Sec. 355(a)(1)(B). 
See ‘‘Bar Association Explains Weak Spots in 
Corporate Sections of 1954 Code,’’ 2 Journal of 
Taxation 322, 331 (1955). 

*! See Regs. Sec. 1.346-1(c). 

“ See Bazley v. Commissioner, 47-2 ustc { 9373, 
331 U. S. 737, 740. Cf. Commissioner v. Estate 
of Edward T. Bedford, 45-1 ustc {§ 9311, 325 
U. S. 283. 
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closely parallels the statement set forth 


above. 

Subsequent to the completion of this 
article, the Internal Revenue Service ruled 
favorably on the proposed separation hold- 
ing (1) that the transfer of a part of 
Trapp’s assets to a new corporation pur- 
suant to the proposed plans, in exchange 
for stock of the new corporation, will 
constitute a “reorganization”; (2) that no 
gain or loss will be recognized to Trapp 
or the new corporation upon this exchange; 
and (3) that, in accordance with the pro- 
visions of. Code Section 355, no gain or loss 
will be recognized to the shareholders of 
Trapp, and no amount will be includable 
in their income upon the receipt by them 
of stock of the new corporation as a dis- 
tribution with respect to their Trapp hold- 
ings.“ 

By this ruling the Service seems to approve 
the “cash reimbursement” test suggested 
above, allowing an intercorporate adjust- 
ment to compensate the manufacturing 
business for its investment in the realty 
business during the past five years. This 
involves an important policy determination 
favoring a more liberal interpretation of the 
five-year rule of Section 355 than had previ- 
ously been indicated by the Service. At the 
same time, the possibility of abuse under 
this section is limited by the requirement 
of Section 355(a)(1)(B) that the transac- 
tion must not be used principally as a 
“device” for the distribution of the earnings 
and profits of either the controlled or dis- 
tributing corporation. 


The Service did issue a warning in this 
ruling that “where a corporation which 
is devoted to one type of business also 
engages in a rental business, and’ substantial 
acquisitions of new rental property are 
made within the five year period preceding 
the separation of these businesses, a spin-off 
transaction will not qualify under Section 
355 unless it can be shown that the prop- 
erty acquisitions are substantially financed 
out of the earnings of the rental business 
and not out of the earnings of the other 
business.” Here this restriction did not 
apply, as practically all of the earnings of 
the manufacturing business accumulated 
during the past five years had been ab- 
sorbed by income taxes and dividend dis- 
tributions. For this reason, the Service was 
able to conclude that “no substantial part 
of the recent acquisition of rental property 
appears to have been financed with the earn- 
ings of the manufacturing business on the 
basis of the proposed division of assets.” 


The ruling is not clear as to what the 
result would have been had the manufac- 
turing business realized sufficient earnings 
during the past five years to finance both 
the growth of the rental business as well 
as the payment of the enterprises’ dividends 
and taxes. Nevertheless, so’ long as there 
is a reimbursement to the manufacturing 
business of the funds advanced, there do 
not appear to be sound reasons for dis- 
tinguishing between loans from earnings 
accumulated during the last five years and 
loans from earnings accumulated prior 


thereto. [The End] 


SUBCOMMITTEES OF JOINT ECONOMIC COMMITTEE 


Representative Wright Patman, Chair- 
man of the Joint Economic Committee, 
announces the following subcommittee 
appointments. Republicans are in 
italics. 

Subcommittee on Economic Stabilization 
Rep. Wright Patman, Chairman 
Sen. Joseph C. O’ Mahoney 
Sen. Barry Goldwater 
Rep. Augustine B. Kelley 
Rep. Clarence E. Kilburn 

Subcommittee on Foreign Economic 

Policy 

Rep. Richard Bolling, Chairman 

Sen. J. W. Fulbright 

Sen. Ralph E. Flanders 

Sen. Arthur V. Watkins 

Rep. Augustine B. Kelley 


Subcommittee on Fiscal Policy 
Rep. Wilbur D. Mills, Chairman 
Sen. Paul H. Douglas 
Sen. Joseph C. O’Mahoney 
Sen. Barry Goldwater 
Rep. Thomas B. Curtis 

Subcommittee on Agricultural Policy 
Sen. John Sparkman, Chairman 
Sen. Paul H. Douglas 
Sen. Arthur V. Watkins 
Rep. Wright Patman 
Rep. Wilbur D. Mills 
Rep. Henry O. Talle 
Rep. Thomas B. Curtis 


Subcommittee on Economic Statistics 
Rep. Richard Bolling, Chairman 
Sen. John Sparkman 
Rep. Henry O. Talle 





* Letter dated February 12, 1957, signed by 
Mr. H. T. Swartz, director, Tax Rulings Divi- 
sion, Internal Revenue Service. 
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Books 


Staff-prepared reviews of recent 
books and other publications of 
general interest to the tax man. 


New Economic Theory 
Explains Our Economy 


Business Practices, Trade Position, and 
Competition. Oswald Knauth. Columbia Uni- 
versity Press, 2960 Broadway, New York 27, 
New York. 1956. 181 pages. $3. 


The author’s title brings many things to 
mind, not the least of which is remembrance 
of Edwin Markham’s, “When you are the 
anvil, bear—When you are the hammer, 
strike.” However, Oswald Knauth, an econ- 
omist with many years of practical admin- 
istrative merchandising experience, has more 
to offer than a recipe for making money. 
Rather, he sets himself a more difficult 
task, if indeed than can be. He has under- 
taken to explain the operation of the Ameri- 
can economy and has conceived a theory of 
“trade position” as the basis of his explanation. 


The premise presented is that most at- 
tempts to explain the operation of the 
economy have been based on a static philosophy 
which has been incorrectly applied to an 
economy which has undergone basic changes 
since the promulgation of the antiquated 
explanation. 


The nineteenth century classical theory 
of economy as developed by Adam Smith, 
built on a number of assumptions, assumed 
that the economy under free-market compe- 
tition would establish an equilibrium or that 
a natural price would exist predicated on 
supply and demand. One of the assumptions 
upon which this classical and theoretical 
structure rested was the assumption that 
scarcity of goods (taken as a whole) is 
normal and hence an increase in production 
is the goal of industry. The writer does not 
attempt to assail the correctness of this 
theory as it applied to the economy of the 
nineteenth century or to evaluate what the 
author says was Adam Smith’s desire to 
“point the true way in an imperfect world.” 
Rather, the author accepts the theory based 
“on a solid set of facts which under then 
existing conditions had much to commend it.” 


Books 


However, he shows that the assumption 
upon which the classical theory was based 
no longer exists. The American economy 
is not one of “scarcity”; our economy has 
undergone a change, namely, it is based 
on a surplus rather than a shortage of 
goods. The author argues—and shows— 
that this is so. He then proposes a theory 
which is consistent with the present func- 
tioning of the economy to explain this new 
economy. 


The differences between the old economy 
and the present one are discussed with the 
twofold purpose of establishing the differ- 
ences and by setting the basis upon which 
a new theory may be created. The author 
believes that his theory fits the facts of 
modern business life and furnishes a more 
adequate basis for judgment than can be 
hoped for from any attempt to repair the 
old theory. The use of accountancy as a 
tool of business upon which it bases its 
moves is a subject upon which the author 
throws a great deal of light. The develop- 
ment of the publicly held corporation and 
the steps taken away from the entrepre- 
neurial system of management and owner- 
ship couple with mass production, and the 
use of patents enables business to achieve 
ends never before dreamed of with regard 
to the supply of goods for consumption. 
From a situation of scarcity to one of plenty 
was a transition which required the de- 
velopment of new approaches in marketing 
which naturally lead to competition and 
innovation. The parts played by govern- 
ment action and the role of investment in 
business and industry have led the author 
to evolve a theory of business practice re- 
lated to trade position. 


Trade position to the author means noth- 
ing more than the prevention of chaos which 
the irregular and spasmodic demand of the 
market place breeds. “A trade position is 
neither monopoly nor competition, though it 
bears a relation to both. It is a ‘more or 
less’ ability to stabilize—not supply but 
demand. The degree of this ability marks 
the strength and lengevity of trade posi- 
tion Without trade position, only 
supply and demand control prices.” A 
refuge from the vagaries of the market 
place is sought by all the elements of the 
economy. 


In the pat explanation of anything com- 
plicated, one is but bound to wonder if the 
facts have not been picked to support the 
theory rather than a theory designed to fit 
the facts. It must be remembered that 
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some spend a lifetime trying to convince 
others that something they believed was 
false only to be rebuked upon the produc- 
tion of incontestable proof that they knew 
it to be so all along. 


The differences between the old economy 
and the present one are illustrated for a 
twofold purpose: to establish the existence 
of such differences, and thus identify the 
existing facts upon which a theory of expla- 
nation may be created. The author believes 
that his approach fits the facts of modern 
business life and furnishes a more adequate 
basis for judgment than can be hoped for 
from any attempt to repair the effete theory 
of Adam Smith. 


Business practices have changed. Ac- 
countancy and the development of the 
publicly held corporation and the decline 
of the entrepreneurial system of manage- 
ment and control have affected this change. 
Each aspect of the economy strives to 
achieve a trade position. The reason is 
to escape the vagaries of the market place 
which make it impossible to ordinarily con- 
trol production and distribution. But with 
trade position, the chaos bred by the irregu- 
lar and spasmodic demands of the market 
place are to a degree averted. Advantageous 
trade position is almost the cornerstone of 
industry today and has led to new con- 
cepts of marketing and has developed com- 
petition and innovation. The use to which 
industry has put patents is at once as 
interesting and illuminating as are these 
practices Machiavellian. 


Whether the author’s theory is correct 
depends on a number of things, the most 
important of which is whether he has 
selected facts to fit his theory or has de- 
veloped a theory to fit all the facts. That 
the reader must decide. 


Settlement Options 


Life Insurance Settlement Options. Harry 
S. Redeker and Charles K. Reid, II. Little, 
Brown and Company, 34 Beacon Street, 
Boston 6, Massachusetts. 1957. 248 pages. $5. 


The basic concepts, ideas and practices 
relating to the proper use of settlement 
options in life insurance programing are 
brought together in this text. The authors 
indicate that the demand for income settle- 
ment options, especially installment options, 
arose primarily out of the needs for safety 
and for income to the beneficiary beyond 
that which could be provided by interest 
or dividends alone. Settlement options pro- 
vide unconditional guarantees. Both prin- 
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cipal and interest are guaranteed and backed 
by the insurance company’s entire assets. 
Where a life contingency is involved, there 
is also a guarantee as to the mortality table 
used. These guarantees permit long-range 
planning with absolute certainty. 


The order in which settlement options 
appear in policies varies with the companies. 
Moreover, each insurer has adopted rules 
governing the use of its options. The 
authors note that most ordinary life policies 
provide for settlement under one of the 
following alternatives: (1) cash or lump 
sum, (2) interest option, (3) fixed period 
option, (4) fixed amount option and (5) 
life income options. However, other options 
are often provided or may be secured upon 
request. Some or all of the options may be 
available for other types of policies, such 
as group insurance and certain annuity 
contracts. 


The cash or lump sum option, strictly 
speaking, is not an option in most cases 
because life policies usually specify lump 
sum payment in the absence of some other 
request by the policyholder. It may be 
regarded, the authors state, as an option 
“selected” by default—operative only be- 
cause some other arrangement was not 
made. 


In the interest option the proceeds remain 
with the insurer and only the interest earned 
thereon is paid to the beneficiary. There 
are legal limits on the length of time that 
the principal may be kept intact. Further 
limits are frequently imposed by company 
practice, such as the lifetime of the first 
beneficiary or 30 years, whichever is the 
longer. 


The fixed period option, like the fixed 
amount option, is based on the idea of 
liquidating principal and interest in an 
orderly fashion over a period of years with- 
out reference to a life contingency. It is 
used when it is desired to pay proceeds 
in equal installments over a definite period 
of time. The guaranteed interest factor is 
calculated in advance. In the fixed amount 
option the amount of income is the con- 
trolling factor rather than the period of 
time over which the proceeds and interest 
are to be liquidated. The guaranteed inter- 
est factor 1s usually the same, in a given 
policy, as for the fixed period option. 


Life income options, sometimes called 
continuous installment options, are peculiar 
to life companies. These options provide 
for orderly liquidation of the capital sum 
with interest and with reference to a life 
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contingency. They liquidate an estate by 
regular payments spread over a person’s 
entire lifetime, the span of which is not 
capable of being foretold. It is the only 
way that an individual can be sure that 
he will not live longer than his funds 
will last. 


The authors define life insurance pro- 
graming and delineate the essential steps 
in this process as necessary background 
for mastering the proper use of settlement 
options, the basic tools of programing. The 
pros and cons of using settlement options 
or life insurance trusts are discussed. Tax 
considerations are presented in detail and 
time-saving procedures for requesting and 
executing income settlement agreements are 
outlined. The importance of maintaining 
flexibility and of regularly reviewing pro- 
grams is stressed. 


The principles discussed in the book are 
illustrated when the authors trace a typical 
family situation from the initial fact-finding 
interview to the point where the program 
and all service work are completed. 


A Look at Unemployment 
Compensation Laws 


Financing Unemployment Compensation: 
Ohio’s Experience. Edison L. Bowers, Paul 
G. Craig and William Papier. Bureau of 
Business Research, College of Commerce 
and Administration, The Ohio State Uni- 
versity, Columbus, Ohio. 1956. 314 pages. $4. 


Ohio’s increasing reserve fund for com- 
pensable unemployment has created a great 
deal of discussion as to whether or not 
taxes should be lowered, benefits liberalized, 
the fund reduced, or a combination of these 
actions taken. The same sort of discussion is 
going on in other states where the reserve 
is high and unemployment is low. 


This study attempts to answer the above 
questions and, furthermore, to (1) approxi- 
mate average annual unemployment com- 
pensation costs for the years 1953-1962 
under four different assumptions as to levels 
of covered employment; (2) determine effects 
upon these various estimates of possible 
changes in the benefit provisions; (3) formu- 
late a reserve policy that is clearly stated; 
(4) formulate principles of financing; (5) 
evaluate the amount of the reserve fund and 
the tax structure in view of the policies 
formulated and the estimated cost of benefits. 


These five purposes were accomplished 
by estimating the volume of covered unem- 
ployment in the years from 1940 to 1952 had 
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a “composite unemployment compensation 
law,” similar to the 1952 law, been in effect; 
estimating the volume of the same during 
the 1920-1939 period; deriving a possible 
range of future legislation and unemploy- 
ment for the 1953-1962 period; and deter- 
mining the relationships among the variables 
of legislation, economics and the cost of 
unemployment benefits. In order to accom- 
plish the last, the authors have postulated 
four different patterns of covered compen- 
sation based on possible courses of events. 


The authors have listed 29 different find- 
ings of major interest, all expanded within 
the text and discussed as thoroughly as 
possible, as are other findings of a less out- 
standing nature. 


One of the findings of interest is that 
there are three patterns of compensation 
seen: 


About 62 per cent of covered unem- 
ployment is compensable; in periods of low 
unemployment 71 per cent of covered un- 
employment is compensable; and in periods 
of high unemployment about 45 per cent of 
covered unemployment is compensable. One 
can easily see that the changes in economy 
since the Depression era indicate that such 
low levels of employment will not occur 
again. However, it also makes clear that the 
current compensational program is best 
equipped to handle the unemployment prob- 
lem of a prosperous economy with only 
slight recessions. 


Canadian Economy 


Canadian Fiscal Facts. Canadian Tax 
Foundation, 154 University Avenue, Toronto, 
Canada. 1957. 215 pages. $2.50. 


This volume is a compilation of statistical 
material which covers most aspects of gov- 
ernment finance in Canada and emphasizes 
the historical trends of the broader phases 
of finance at all three levels of government. 


The foundation presents in this compre- 
hensive volume many figures, which were 
formerly inaccessible to the public, on public 
finance and other related subjects. Sta- 
tistical data cover the following subjects: 
population, selected economic indicators, na- 
tional accounts, combined revenue and ex- 
penditure, federal revenue and expenditure, 
provincial revenue and expenditure, munic- 
ipal revenue and expenditure, combined 
direct and indirect debt, provincial debt, 
selected tax rates, and tax statistics and 
related data. 
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This department consists of staff- 
prepared digests and comments on 
articles that have been published in 
other periodicals. Sources of this 
month's reviews are Trusts and Es- 
tates, the Journal of the American 
Society of Chartered Life Underwri- 
ters and the Virginia Law Review. 


Commissioner Wrong 
on Patronage Refunds? 


This is a review of “Cooperatives: Tax 
Treatment of Patronage Refunds,” by Mac 
Asbill, Jr., which appeared in the December, 
1956 Virginia Law Review. The author is a 
Washington, D. C. attorney. 


When a cooperative earns money over 
and above its expenses and permitted re- 
serves, it returns the excess to its patrons. 
To acquire operating capital, the coopera- 
tives frequently make such refunds in non- 
cash forms which are usually redeemable at 
the discretion of its directors. Such refunds 
are excludable at their face value from the 
income of the cooperatives. 


Confusion has arisen as to the tax con- 
sequences to the patrons of the receipt of 
these paper distributions. Should the paper 
distributions be taxed at their fair market 
value, which is frequently less than the face 
amount, or at their face amount? 


Contending that they should be taxed at 
the face amount, the Treasury has adopted 
what this article terms “an ingenious—but 
probably untenable—theory” that the face 
amount has been received by the patron and 
he has agreed to reinvest that sum in the 
cooperative, accepting the paper as evidence 
of the transaction. The theory is set forth 
in Rev. Rul. 54-10 (1954-11 CB 24, 26). The 
courts, on the other hand, seem to be adopt- 
ing the view that only the fair market value 
of paper distributions is taxable. 


The article says that Rev. Rul. 54-10 
seems to indicate “that any given gain or 
loss upon sale, exchange or redemption of 
a paper distribution will result in capital 
gain or loss regardless of the amount that 
was originally reported upon receipt of the 
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paper distribution.” Thus, although the rul- 
ing is designed to prevent income repre- 
sented by a paper distribution from escaping 
taxation, it does not prevent the transforma- 
tion into capital gain of what, according to 
the Commissioner’s views, was ordinary in- 
come in the year of the original paper 
distribution, 


Revenue Ruling 54-10 is primarily con- 
cerned with the statute of limitations’ bar- 
ring of assessment of additional taxes for 
the year in which the paper distribution was 
received but not properly reported as in- 
come. The situation is that of a patron who 
originally reports as income less than the 
face value of the paper distribution but, in 
a later year, upon redemption of the paper, 
when the statute of limitations has run, 
reports the face value of the paper distribu- 
tion as his basis for figuring gain or loss. 
The Commissioner would fix the basis of 
the paper distribution as the amount re- 
ported as income upon receipt of the certifi- 
cate. As justification for not permitting 
a subsequent shifting of position “so as to 
establish a basis for such property in excess 
of the amount carried into income in the 
year of receipt,” the Commissioner relies 
upon precedents in other fields. 


The precedent cited by the Commissioner 
in the ruling (Continental Oil Company v. 
Jones, 49-2 ustc § 9447, 177 F. (2d) 508 
(CA-10)) has strong authority on the other 
side from other circuit courts, the article 
points out, “so it is doubtful that the Com- 
missioner’s contention would be sustained 
in all courts.” 


The Commissioner may have “missed the 
boat” in not referring to Section 3801 of the 
1939 Code in Rev. Rul. 54-10. The article 
points out that Section 3801(b)(5), and its 
counterpart, Section 1312(6) of the 1954 
Code, clearly cover the situation dealt with 
in Rev. Rul. 54-10, in general permitting 
“the reopening of years barred by the stat- 
ute of limitations when either the Commis- 
sioner or the taxpayer takes, in a current 
year, a position which is inconsistent with a 
position taken in the barred year.” Thus, 
where the taxpayer was successful in getting 
the face amount of the paper distribution 
fixed as his basis, the Commissioner could 
reopen the year in which the certificate was 
received and include the difference between 
the face amount and the amount reported 
in the income of the patron for that year. 


“The adoption by the Treasury of an 
untenable position with respect to the taxa- 
tion of paper distributions has resulted from 
decisions of questionable validity that permit 
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cooperatives to exclude from income the full 
face amount of such paper distributions,” 
says the author. Although the determina- 
tion of the Treasury to collect at least one 
tax on the amount represented by the dis- 
tributions can be sympathized with, the 
author feels that the result is achieved 
under the wrong approach. 


Permitting the cooperative to exclude, 
and taxing to the patron, only the fair 
market value of paper distributions would 
be the solution to the problem most con- 
sistent with existing principles of income 
taxation, says the author. Yet, the Corn- 
missioner may have avoided this solution 
because, as the author points out, it would 
require a determination of fair market value 
in each case “and might lead to excessive 
litigation.” 

The enactment of legislation taxing the 
patron on the face amount of all paper dis- 
tributions is another approach, but this 
might, in the words of the author, be sub- 
ject to serious constitutional question: “Does 
a worthless piece of paper represent ‘income’ 
within the meaning of the sixteenth amend- 
ment?” 


Taxing Life Insurance Proceeds 


This is a review of “Life Insurance Pro- 
ceeds Subject to Income Tax,’ by Robert J. 
Lawthers, which appeared in the Winter, 1956 
Journal of the American Society of Chartered 
Life Underwriters. The author is director of 
benefits and pension business, New England 
Mutual Life Insurance Company. 


The income tax liability attaching to a 
policy of life insurance where the insurance 
is purchased by a company and the premi- 
ums are paid by it can be pegged either 
to policy transfers and premium payments 
during the life of the insured or to payment 
of the proceeds at death, states this article. 
Of course, the transaction served by the 
insurance policy must be one that would 
normally give rise to income tax liability. 


“If no beneficial interest in policy pro- 
ceeds is to be in the premium payor (say 
a corporation),” says the author, “and if all 
incidents of ownership during the life of 
the insured are to be in a person or persons 
other than the premium payor, the income 
tax results are clear. Tax liability is as- 
sured as each premium is paid, rather than 
on the death proceeds. Alternatively, the 
premium payor can retain the beneficial in- 
terest in the policy, as well as all rights of 
ownership, and, upon receipt of the pro- 
ceeds following the insured’s death, can 
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make a distribution of the proceeds (or of 
the right to receive the proceeds) which 
will be taxable or not, depending upon the 
nature of the distribution. If the premium 
payor retains all ownership rights in the 
policy, but names another person or per- 
sons as revocable beneficiary, it is also clear 
(in the author’s opinion) that the tax results 
will be identical to the results of the sittia- 
tion in the preceding sentence. Dubious 
situations, in which the determination of 
the time of the critical transfer may be 
difficult and, hence, the tax results uncer- 
tain, should generally be avoided.” 


The author bases his conclusions upon 
a study of Golden v. Commissioner, 40-2 ustc 
7 9565, 113 F. (2d) 590 (CA-3), and related 
cases. In the Golden case, a corporation 
delivered life insurance policies which it 
held on the life of its president to a trust 
company, makirg them payable to the trust 
company. Under the contract between the 
corporation and the trust company, the 
trust company, upon the death of the presi- 
dent, collected the proceeds and distributed 
them to the stockholders of record at the 
time of the death of the president. The court 
held the distribution to be one of taxable 
dividends in the amount of the proceeds 
and not of the value of the policies at the 
time the agreement with the trustees was 
entered into (and, presumably, a similar 
distribution thereafter as each premium was 
paid by the corporation). Crucial to the 
holding of the court was (1) the fact that 
the actual beneficiaries of the trust could 
not be determined until the death of the 
president, since the agreement specified 
them as being the stockholders of record 
at that time; and (2) the company retained 
incidents of ownership sufficient “to delay 
the occurrence of transfer until those 
incidents were extinguished at Mr. Golden’s 
death.” 


From an analysis of the case law, the 
author holds that “it is clear that if the 
corporation reserves rights up to the moment 
of death by which it, alone, can completely 
divest the beneficiary of the right to receive 
the proceeds, the distribution does not 
occur until death, and is a distribution of 
the proceeds. 

“It is obvious that if at the moment 
before the death of the insured the corpora- 
tion possesses no interest in the policy to be 
extinguished at his death, the distribution 
will have been completed earlier and will 
have been either of the policy cash value 
or of premium payments, or both. No trans- 
fer will occur at death and there will be no 
income tax liability for the proceeds.” As 
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a possible exception, however, the author 
warns that part of the proceeds representing 
profit may be subject to income tax if there 
has been, at any time, a transfer for a valu- 
able consideration within the meaning of 
Section 101(a)(2) of the Code. 


The author states that the income tax 
exclusion provided by Section 101 of the 
Code for life insurance proceeds payable 
at death can’t be used successfully by a 
corporation as a means of paying dividends, 
by an employer as a means of paying salary 
or by anyone for the discharge of any other 
obligation, without incurring “whatever in- 
come tax liability may be inherent in the 
basic transaction.” 


Unless the premium payor, the owner and 
the beneficiary are identical, payment of the 
policy premiums, in conjunction with own- 
ership during the insured’s life and the 
death beneficiary provisions, will, at some 
time or times, involve a transfer or transfers. 


Revamped Pension Regulations 


This is a review of “Pension Regulations 
Extend Code,’ by John A. Cardan, which 
appeared in the November, 1956 Trusts and 
Estates. The author is a Washington, D. C. 
attorney. 


Although the basic provisions of the 
1939 Code relating to the qualification of 
pension, profit-sharing and stock-bonus plans, 
the taxability of the participating employees 
and the deductibilty of the employer’s con- 
tributions to qualified plans were retained 
in the 1954 Code, the Commissioner did not 
see fit to retain in the 1954 Code the old 
regulations on qualified plans and trusts. 
The new regulations contain a large number 
of changes, some representing a substantial 
departure from the former regulations, re- 
ports this article. 


No longer need a profit-sharing plan con- 
tain a definite formula for fixing contribu- 
tions, but it must contain a formula for 
allocating the contributions to participating 
employees. 

The benefits a qualified plan my provide 
are more specifically treated in the new 
regulations than in the old, and the scope of 
a pension plan is more limited under the 
new rules. 


Treating for the first time “combination” 
type profit-sharing plans, under which par- 
ticipants may have their profit-sharing allo- 
cation paid in cash or set aside in a deferred 
trust, the regulations provide that those 
employees who receive the cash shall not 
be considered in determining whether there 
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is discrimination as to coverage, contribu- 
tions or benefits. 


The regulations now incorporate an in- 
tegration formula for offsetting differences 
in benefits resulting from social security 
classifications. The rule permits an “excess 
plan” to provide a life annuity at age 65, 
after 15 years of service, equal to 37% per 
cent of average compensation. in excess of 
$4,200 over the highest five years. 


Under the regulations, it is possible for 
a disabled employee to receive as much as 
$5,200 per year completely tax free, if the 
payments under a qualified plan meet the 
requirements of Section 105(d) of the Code. 
Section 105(d) permits employees to ex- 
clude from gross income payments up to 
$100 per week under sick-pay plans. 


The regulations now deal with the tax 
consequences of individual retirement in- 
come or endowment contracts or group 
permanent contracts, which have a dual 
character in that they provide an annuity 
and, also, life insurance protection. Whereas 
under the old regulations the employee was 
taxable at the time of distribution on that 
part of the value that could be applied to 
provide life insurance protection, but not 
on the annuity element of the contract, 
under the new regulations the employee 
will be taxed on the entire cash value of 
such a contract unless within 60 days he 
converts it to a pure annuity containing 
no life insurance. 


The regulations carry out the 1954 Code’s 
extension of capital gains treatment to 
annuity-plan distributions made within one 
taxable year of the distributee and to lump- 
sum payments made upon the death of an 
employee after retirement. In addition, the 
regulations clarify what payments will be 
considered “total distributions” eligible for 
capital gains treatment. 


Termed debatable by the article is a re- 
striction in the new regulations that re- 
quires that an annuity purchased by a 
charitable or educational organization for 
an employee be merely “a supplement to 
past or current compensation” of the em- 
ployee. On the basis of an example given 
by the regulations, the article states that 
if the cost of the annuity exceeds 10 per 
cent of compensation, the purchase is sus- 
pect. Since this restriction is not part of 
the Code and was not contained in the 
proposed regulations, the article states that 
the organizations affected should be granted 
a public hearing before such a change is 
made. 
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This department reports on developing tax law in Canada describing 
administrative rulings, legislative action, court decisions and pertinent 


speeches. 


Highlighted this month are the following topics: discussion 


of the taxation of capital gains, with illustrations of both an unsuccess- 


ful and a successful tax conclusion 
a statement on milk powder 


funds 


Capital Gains Income 


“Can Capital Gains Confusion Be Removed 
by Legislation?” is a title which might easily 
fit into the agenda of any United States 
tax conference. The title, however, is that 
of a panel discussion at the tenth tax con- 
ference of the Canadian Tax Foundation. 
And the discussion at this conference seems 
to label as myth the view that some in the 
United States hold that capital gains are not 
taxed under Canadian law. Whether a gain 
was a capital or income gain was of rela- 
tively little importance in Canada prior to 
1948, but since that date a change in the 
definition of the word “business” has brought 
a good many otherwise capital gain items 
into the ordinary income classification. 
Even as late as 1950, the Minister of 
Finance stated that it was not the policy 
of the Canadian Government to tax capital 
gains—which accelerated the taxpayers’ quest 
for capital gains in the labyrinth of the 
definition. The consensus of the discussants 
was that legislation would not solve the 
problem of the difficulty of distinguishing 
between “capital gain” and “income for the 
year” and that some measure of relief might 
be obtained from a system of averaging 
gains from sales or exchanges over a period 
of years. 


The following recent decision will illus- 
trate how taxpayers unsuccessfully attempt 
to segregate gain income from business in- 
come: 


A Canadian steel company had on hand 
several orders for future shipment to the 
United Kingdom. These orders provided 
for payment in United Kingdom funds. To 
protect itself, the company sold sterling 
futures to protect its receipts if the value of 
the pound dropped before its orders were 
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a deduction for embezzled 
installment accounting. 


delivered. A labor dispute resulted in the 
closing-down of the company’s plant, and 
as a result it found itself unable to fill its 
outstanding United Kingdom orders. Being 
unable to fill its orders, it liquidated its 
sterling futures, realizing a substantial profit. 
This profit was considered by the company 
to be a capital gain. The Minister con- 
tended that it constituted taxable income. 


The situation in respect of foreign ex- 
change profits is as follows: If it is estab- 
lished that the profit arose from fixed 
capital, the profit is capital gain. If, on the 
other hand, it is determined that the profit 
arose from the use of the capital employed 
in the income-earning process, then the 
profit is income. In this case the profit was 
made in the course of the taxpayer’s normal 
business operations. It was a profit arising 
from the carrying-out of profit-making un- 
dertakings in a trade where transactions in 
foreign exchange futures are a common 
practice—Dominion Steel and Coal Corpora- 
tion, Ltd. v. Minister of National Revenue, 57 
DTC 147. 


The following illustrates a true Canadian 
capital gain: 


A taxpayer agreed to purchase a certain 
property on behalf of parish authorities. 
The wardens of the parish were desirous of 
obtaining this property for the site for a 
church, school and cemetery. The desired 
property was advertised for sale at auction. 
The parish authorities, being of the opinion 
that an individual could make the purchase 
more easily and under better conditions 
than the parish itself could, prevailed upon 
the taxpayer to make the purchase on their 
behalf. It was agreed that once he had ac- 
quired the property, the parish would pay 
him what it had cost and take it off his 
hands. Everything proceeded as planned, 
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and the property was acquired at a cost of 
$20,000. However, when the parish authori- 
ties were advised of the purchase, they said 
that the original plans had been abandoned 
and that now the parish had no intention 
of buying the property from the taxpayer. 
He took steps to extricate himself from his 
dilemma by subdividing the property, build- 
ing a few houses on it, selling some lots and 
renting the houses. 


The Minister included the proceeds from 
the lot sales in income. The taxpayer ap- 
pealed, contending that the profits from the 
sale of the lots were capital gains. He was 
not in the real estate business—he merely 
wished to get back the capital he had sunk 
in the on-behalf-of-the-parish land deal. 


The Exchequer Court of Canada agreed 
with the Appeal Board decision, ruling that 
the profits in question were capital gains. A 
review of the taxpayer’s whole course of 
conduct failed to show that the taxpayer 
had engaged in an adventure in the nature 
of trade or that the profit gained arose from 
any commercial or speculative activities. 
The profit was simply a capital gain result- 
ing from the liquidation of an investment 
(albeit inadvertent) in real estate —Minister 
of National Revenue v. Martin, 57 DTC 1093. 


Personal Pensions 


An amendment to the income tax act 
now permits individuals to build their own 
retirement pension, with the help of a tax 
deduction. The amount deductible in any 
year is 10 per cent of earned income or 
$2,500, whichever is less. For 1957 (and 
subsequent taxation years) payments made, 
within prescribed limits, towards the pur- 
chase of retirement annuities will be de- 
ductible. 

Such annuities will be taxable when re- 
ceived. 

Where individuals are already contribut- 
ing under registered pension funds or plans 
of the type heretofore recognized, the amounts 
they may deduct for tax purposes in connec- 
tion with the purchase of such annuities will 
be reduced. 

Only payments to a “registered retire- 
ment savings plan,” that is, a plan accepted 
for registration by the government, may be 
deducted. 

To be registrable, a retirement savings 
plan must involve the purchase of an an- 
nuity having specified characteristics, as 
follows: The annuity must be payable in 
equal annual amounts for the full life of the 
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taxpayer, and it may provide upon his death 
for annual payments to his spouse not ex- 
ceeding those he was receiving. The annuity 
may provide for a term certain up to 15 
years. It may be arranged to commence 
at such time as the taxpayer wishes, but 
its commencement may not be postponed 
beyond age 70. However, once the tax- 
payer starts receiving payments under an 
eligible annuity he may make no further 
income tax deductions for retirement in- 
come. These annuities will not be assign- 
able, and the person issuing them may not 
redeem the contract for cash or make any 
loan against them. With in-payments free 
from tax, the out-payments under a regis- 
tered retirement annuity will, of course, 
be fully taxable. 


An individual may establish his own re- 
tirement savings plan by entering into an 
appropriate annuity contract with an insur- 
ance company. Alternatively, one or more 
individuals may make arrangements with 
corporate trustees under which payments 
will be made to the trustees who will invest 
the trust fund and purchase annuities in 
due course for the contributing individuals. 
If such a trust is established, no tax is 
payable by the trust on its taxable income. 


Where a new contract entered into is 
both an annuity and an insurance contract, 
the annuity portion of the premium will be 
deductible if it is shown separately in the 
premium réceipt. Premiums paid under 
exsiting annuity contracts will be deductible 
if the contracts comply with the legislation. 
Possibly, future regulations will permit the 
deductibility of the annuity portions of the 
premiums payable under existing contracts 
which combine an annuity with insurance. 


At the final reading of the bill an amend- 
ment was made. This would extend the 
categories or classes of organizations which 
could sell the proper-type annuities to the 
individual self-savers. On this question Mr. 
Harris had this to say: “We are going to 
try to carry out the plan in the broad sense 
rather than the narrow sense. If any com- 
pany or trust company can show that they 
conform with the intentions we have tried 
to describe, of course their plan will come 
within the ambit of the Act. But it seems 
to me there are three rather obvious groups. 
There is the life insurance company; there 
is the government annuity; and then there 
is the investors’ syndicate . . Which in 
fact issues a written agreement which on 
the face of it is an agreement to refund a 
certain sum of money at a fixed date, and so on. 
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“I should say there is a fourth group, 
namely the professional groups which were 
referred to in the budgetary speech and 
which, because of the nature of their asso- 
ciation, could act as trustees for the mem- 
bers of the association in accepting these 
payments and investing them for the pur- 
poses that we have in mind.” 


Another amendment permits the deduc- 
tion of certain payments into a retirement 
savings plan. 


Embezzlement 


The general manager of a corporation 
converted some $36,000 of the corporation’s 
funds to his own use. The company de- 
ducted the amount from income as a bad 
debt. The Appeal Board ruled that no such 
deduction was permissible. The loss had 
not been incurred in the ordinary course of 
the taxpayer’s business. The money involved 
was already earned—it was removed from 
the company’s coffers. Its removal had 
nothing to do with the company’s income- 
earning activities—General Stampings of 
Canada, Ltd. v. Minister of National Revenue, 
57 DTC 163. 


Milk Powder Is Not Tax Exempt 


Any preparation containing milk powder 
and other ingredients (for the preparation 
of a drink) is not sales-tax exempt as an 
item consumed or expended in the process 
of manufacture, according to a recent de- 
cision of the Tariff Board. Goods prepared 
by domestic operations presumably are not 
manufactured products. 


Installment Accounting 
Gives True Picture of Income 


A distributor of magazines and books 
adopted an installment system of account- 
ing. The company sold its books and 
magazine subscriptions by house-to-house 
salesmen for a small down payment with 
the balance payable over a 12-month pe- 
riod. The method of selling, plus the fact 
that the goods sold had little if any “return 
value,” created a bad debt potential greatly 
in excess of that normal to a_ business. 
Under the installment accounting system 
adopted, the taxpayer included in income 
only the gross profit portion of the pay- 
ments received in the year. This, in effect, 
excluded from the income the profit por- 
tion of the unpaid installments. 

The tax collector added back the unreal- 
ized gross profit so deducted. He computed 
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the taxpayer’s income on the accrual basis 
including all receivables in income and 
allowed a doubtful debt reserve. The tax- 
payer appealed this decision and the appeal 
board found in his favor. The tax collector 
took the decision to the Exchequer Court. 


The court agreed with the taxpayer. The 
installment method of accounting was an 
acceptable method and determined the true 
income with a much greater degree of 
accuracy than the accrual method used by 
the tax collector. Two questions had to 
be decided: (1) Was the system of account- 
ing used by the taxpayer an accepted sys- 
tem which was appropriate to the taxpayer’s 
business and which “most nearly accu- 
rately” reflected his income? (2) Was there 
anything in the act direct or by implication 
which would prohibit its use? The court 
found that the system used by the taxpayer 
was an accepted method. It was particularly 
adapted to the taxpayer’s business and de- 
termined his income more accurately than 
any other proposed method. Nothing in the 
act would prohibit its use—“the validity of 
any particular system of accounting does 
not depend on whether the Department of 
National Revenue permits or refuses its 
.. If the law does not prohibit the 
use of a particular system then the 
opinion of accountancy experts that it is 
an accepted system and is appropriate to 
the taxpayer’s business and most nearly 
accurately reflects his income position should 
prevail with the court if-the reasons for 
the opinion commend themselves to it.”— 
Minister of National Revenue v. Publishers 


Guild of Canada, Ltd., 57 DTC 1017. 


use .. 


Netherlands and Canada Sign 
Tax Treaty 


Canada and the Kingdom of the Nether- 
lands have signed an agreement for the 
avoidance of double taxation and the pre- 
vention of fiscal evasion. The treaty covers 
income taxes. It is of the usual type provid- 
ing that each country retains the right to 
tax income leaving that country but under- 
takes to grant relief in respect of income 
already taxed in one country. 


Gift Not a Sale 


A sale of farming property from father 
to son for $1 was a gift rather than a sale 
for inadequate consideration. The inten- 
tion of the donor controls—Estate of Mc- 


Kerrall, 57 DTC 191. 
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ax-Wire 


This department lists meetings of 
interest to tax men and reports on 
studies, speeches and other activities 
in the tax field. Featured this month: 
tax workshop . Tax Executives 
dinner . . . Virginia tax conference 

. meetings of accountants . . . dis- 
cussion on tax systems of ancient 
Persia and Greece . . . description 
of what budget cuts in billions mean 
in dollars and goods to taxpayers. 


Meetings of Tax Men 


Tax Executives Institute, Inc.—The Thir- 
teenth Annual Dinner Meeting of the New 
York Chapter of the Tax Executives Insti- 
tute, Inc., will be held May 16 at the Waldorf- 
Astoria Hotel, New York City. Percival F. 
srundage, director of the Bureau of the 
Sudget, will be the principal speaker. Ad- 
mission to the dinner meeting is $20. Tickets 


may be obtained from Justus F. Poggenburg, 
Room 2205, 60 Wall Street, New York 5, 
New York. 


Tax Workshop School.—The Tax Work- 
shop School, a nonprofit educational institu- 
tion under the sponsorship of the Tax Ex- 
ecutives Institute, Inc., has announced a 
spring intensive tax training program that 
will be given in two eight-day sessions. 
The first session will start Tuesday, May 
28, and will end Friday, June 17. The sec- 
ond session will start Monday, June 10, and 
will continue through Wednesday, June 19. 
During the first session the courses offered 
are Federal Income Taxation I and II, State 
and Local Taxation II and Tax Analysis 
and Research. Second session courses in- 
clude Federal Corporate Tax Practice, Fed- 
eral Income Taxation III and Reorganiza- 
tions and Liquidations. 


The first intensive tax training program, 
which was given last fall, proved so suc- 
cessful that it has been decided to conduct 
such sessions twice a year, in the fall and 
in the spring. The men who attend are 
from points distant from New York and the 
intensive nature of the courses enables them 
to concentrate one full-semester subject in 
eight school days. 
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Studies will be divided into lecture-dis- 
cussion seminars from 9 to 12 a.m., for a 
total of 24 hours, and workshop seminars 
from 1 to 3:30 p.m., for a total of 20 hours. 
The library will be open weekdays from 
3:30 to 9 p.m. and Saturdays from 9 a.m. to 
6 p.m. Curriculum and problems are being 
revamped to cater to the needs of the cor- 
porate tax man. A certificate will be awarded 
at the completion of the course. 


Presumably, as during the fall course, the 
complete cost for each subject is $100. For 
further information, write to the Office of 
the Director, Tax Workshop School, 480 
Lexington Avenue, New York 17, New York. 


Virginia Conference on Federal Taxation. 
—The Ninth Annual Virginia Conference 
on Federal Taxation will be held at the Law 
School, University of Virginia, Charlottes- 
ville, June 20-22. A novel program is offered. 
A mock trial before the United States Tax 
Court will be held, with one of the judges 
and the clerk of this court actually par- 
ticipating in the trial. A presentation will 
be made of the various steps in processing 
a tax matter through the Internal Revenue 
Service: meetings with a revenue agent and 
a group supervisor and a hearing before the 
appellate division. One evening will be de- 
voted to group seminars on real estate 
problems, corporate reorganization, retire- 
ment income credit, social security taxes 
and benefits, and estate planning. 


The registration fee for the corn srence 
is $17.50. 

Further information can be obtained from 
Mortimer M. Caplin, professor of law at 
the University of Virginia and director of 
the conference. 


New York Public Accountants.—The An- 
nual Conference of the New York State 
Society of Public Accountants will be held 
at Saranac Lake, June 16-19. 


Middle Atlantic Accountants.—The Middle 
Atlantic States Accounting Conference will 
be held June 9-12 at the Ocean Forest 
Hotel, Myrtle Beach, South Carolina. 


Trevathan on Oil and Gas 


On page 209 of the March issue, the short 
paragraph giving credit for a certain quota- 
tion to Mertens’ Law of Federal Income 
Taxation is placed below an excerpt from 
another source. A transposition of the short 
paragraph and the long paragraph immedi- 
ately preceding it will result in correct 
placement of credit. 
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$1 Billion Gets You $19 


The sickle wielders of Congress are cur- 
rently in the process of mowing down ad- 
ministrative budgetary requests for fiscal 
1958. Their efforts are being supported by 
business leaders as well as by the man on 
the street. Suggested prunings have varied 
from $2 billion to $8 billion. 


John Q. Public, who has become accus- ° 


tomed to money expressed in billions, can 
see that the pruning will result in a budget 
somewhat less than $71.8 billion. But, in a 
sense, he is like the small child who knows 
the value of a penny but attaches no sig- 
nificance to a dollar bill. Where does it 
leave him? 

The Tax Foundation has come up with 
a way of figuring it. Each billion dollars 
cut from the federal budget means, on the 
average, says the foundation, $19 which an 
. average American family of four can keep 
for its own purposes. Thus, a $2 billion 
slash could mean $38 in your pocket; a 
$3 billion trimming, $57; and so on. 


To look at it another way, the foundation 
expresses a budget cut in terms of what an 
American family of four could buy. With a 
$2 billion cut, a family could buy two port- 
able humidifiers, one power tool set or one 
clock radio; with a $3 billion trimming, a 
six-by-nine-foot rug; with a $5 billion slash, 
a hi-fi phonograph, an upholstered chair or 
a 26-inch table television set; and with an 
$8 billion reduction, one sofa, three rugs or 
four clock radios. 


Taxation in the Ancient World 


The following discussions on taxation in 
ancient Persia and Greece are reprinted 
with permission from the September-Oc- 
tober, 1956 Canadian Tax Journal. They 
were written by Gwyneth McGregor and 
are a follow-up to a reprint, in the Septem- 
ber, 1956 issue of Taxes, of his article on 
taxation in Babylonia and Egypt. 


Persia was almost unknown in the ancient 
world until the sixth century B. C., and 
then, in less than 30 years, a huge Persian 
empire came into being, dominating world 
history. Its foundations were laid by Cyrus 
and expanded by Cambyses, and the empire 
was consolidated and firmly established by 
Darius the Great (521-485 B. C.). Persia 


absorbed Media and Babylonia, Egypt and’ 


Syria, and her sovereignty extended to the 
Mediterranean and took in the Asiatic 
Greeks and the Phoenicians. Her expan- 
sion into Europe, however, was stopped by 
the Greeks of the homeland. 
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Under Darius, taxation was established 
on a regular and equitable basis, though 
the Persians themselves, as the dominant 
race, paid no taxes at all. The wealth of 
the empire was supplied by the conquered 
territories. There appear to have been 
three kinds of charges: a fixed annual land 
tax, paid in coined money; contributions in 
kind; and something in the nature of tolls, 
which are mentioned in Ezra and Nehemiah. 


For the imposition of the land tax, Darius 
ordered the exact measurement of the whole 
empire, with reference to the fertility of the 
various lands. Each district or province 
was governed by a satrap—“protector of 
the realm”—and he had to raise a specified 
sum each year from his district. The 
historian Herodotus gives lists of totals 
raised annually from the 20 provinces, 
amounting to 14,500 talents, which is ap- 
proximately $15 million. Gold dust from 
India accounted for 4,680 talents, or about 
one third of the total; Assyria and Babylon 
were responsible for 1,000 talents; Egypt 
and other African dominions for 700; and 
the smallest district for 170. 


The contributions in kind, which are 
thought to have far exceeded the money 
tax, were used for the support of the army, 
the king’s household and the establishments 
of the satraps and sub-satraps, all of whom 
lived lavishly. It is mentioned in Nehemiah 
that the cost of the household of the satrap 
in the comparatively small district of Judah 
was felt to be burdensome on the poor. 
Babylon was the most heavily taxed, and 
Herodotus says that, for four months, the 
king and the army “had their support from 
Babylon, and for the remaining eight months 
from the whole of the rest of Asia.” Con- 
temporary records indicate some of the 
levies: Cappodocia had to supply 1,500 
horses, 50,000 sheep and 2,000 mules; Media 
contributed about twice as much; Cilicia 
preduced 360 white horses; from Arabia 
came 1,000 talents of incense, and from 
Ethiopia, ebony and ivory. 


In return for the taxes they paid, the 
subject nations were given a considerable 
degree of independence and appear to have 
been well treated by their conquerors. The 
Jews, for example, were allowed to convene 
a popular assembly in Jerusalem, which is 
mentioned in the Book of Ezra, and to 
settle their own disputes among themselves. 
The conquered nations also profited from 
the roads and canals built by the Persians, 
for while they were constructed primarily for 
military purposes, they were also used for 
trade and commerce. It was Darius who 
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completed the canal between the Nile and 
the Red Sea, thus adding considerably to 
Egypt’s prosperity. 

All the revenue went to the king, who 
paid his expenses from it and kept the sur- 
plus. He thus built up a very large treas- 
ury, to which Alexander the Great fell heir 
when he conquered Persia in the fourth 
century B. C. 


As Alexander overran the Persian em- 
pire, he made considerable changes in the 
taxation system. The Persian satraps had 
had all powers, military and civil, and also 
the right to make and issue coins. In Asia 
Minor, Alexander deprived the satraps—now 
mostly Macedonian generals with troops— 
of the control of finance and withdrew the 
right to coin. He set up financial super- 
visors who, with their subordinates, formed 
a kind of civil service whose particular job 
was to assess and collect taxes and manage 
the king’s land (that is, everything outside 
city and temple territories), Under Persian 
rule the peasants and serfs, in theory, paid 
their taxes to the king though, in practice, 
the landowners appear to have collected 
them and to have paid the satraps a fixed 
sum, while they in turn deducted the cost 
of administration and paid over the balance 
to the king—a system which left plenty 
of room for oppression, injustice, bribery 
and general leakage. Alexander’s financial 
supervisors had to collect the taxes directly 
from the peasants and pay them over to the 
king. Unfortunately it is not known how 
the system worked between the supervisors 
and the satraps, nor how the latter obtained 
money, under the new system, to administer 
their districts. 

Meanwhile, the center of interest in the 
ancient world began to shift from the Near 
East to Europe with the rise of the Hel- 
lenistic states and later of Rome. 


FN erage GREECE consisted of a num- 
ber of small separate states, and the 
early powers in Greece were the city states. 
Athens, the greatest of these, was the result 
of the union of numerous settlements in the 
1,000 square miles of Attica which took 
place during the eighth century B. C., and 
for three centuries she dominated the his- 
tory of Greece. 

In the sixth century B. C., Athens came 
under the rule of the tyrant—the word 
“tyrant” being then used merely to denote 
a ruler—Pisistratus. He acquired a number 
of large estates from some of his enemies 
who left Attica, divided them into lots and 
gave them to the neediest of his supporters. 
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On them he levied a land tax of one tenth 
of the produce, and this formed a large part 
of his revenue. It is sometimes thought that 
he introduced this land tax, but some his- 
torians believe that it was already in exist- 
ence and was only revived by him. It is 
not known whether the assessments were 
made according to measures of corn and oil 
or*whether these were replaced during his 
rule by assessments in money. 


Late in the sixth century, Athens was 
governed by Cleisthenes, who instituted an 
extraordinary systemr of democratic and 
literal self-government. Finances, like all 
other branches of government, were in the 
hands of the famous Council of Five Hun- 
dred, a representative body of all the 
citizens. The democracy was not in favor 
of direct taxation, though there were a 
number of indirect taxes, the most interest- 
ing of which was a “sales tax” on the manu- 
mission of slaves. Manumission was the 
process by which slaves were “sold” by their 
owners to the god Apollo, who made no 
further demands on them, so that they were 
actually, though not nominally, free men. 
From the price paid by the god for the 
slaves, the state.took a cut of two per cent. 


It was in the fifth century B. C. that 
Athens rose to greatness and acquired an 
empire in the Aegean and on the mainland. 
With commercial development and the ne- 
cessity for keeping up great fleets for both 
trade and war, taxation became very im- 
portant. Unlike Egypt and other oriental 
countries, Athens had no machinery for tax 
collecting, so she adopted the system com- 
mon in such cases and farmed out the taxes 
to the highest bidder. A number of wealthy 
men would form a company to make these 
bids, so gaining a monopoly—apparently 
cartels are not a purely modern affliction. 
These companies, of course, collected far 
more from the people than they had paid 
to the state, and the rate of tax was high. 


At this time the practice by which agri- 
cultural peasants had given their services 
free to the state as their share of taxation 
gave way to an organized system of taxes, 
which were paid in the coins now in general 
use. 

By the middle of the century, Athens was 
under the leadership of Pericles, who dis- 
liked regular periodic taxes and made as- 
sessments only when the treasury was low 
or in time of war. A system of death duties 
was borrowed from Egypt about this time, 
and the state received customs duties on all 
goods exported and imported through the 
great port of Piraeus. This was usually only 
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one per cent of the value of the goods 
unless war expenses forced a higher rate. 
Tribute was also received from the subject 
states of the empire, the total income being 
estimated at three quarters of a million 
dollars. 


By now war had become largely a matter 
of money, and since Athens was the richest 
state, it was also the most powerful. Her 
chief rival, Sparta, had little or no com- 
merce and could not bear the expense of a 
large war fleet. During this time, however, 
Athens was fighting Persia as well, in an 
endeavor to keep her empire in Asia Minor, 
and was exhausted by the First Pelopon- 
nesian War. Athens was the head of the 
Delian League which had been formed be- 
fore the war with Sparta for the protection 
of the cities and islands of Asia and the 
Aegean; and having command of the com- 
bined fleets, she collected the money paid 
into the league’s treasury by its members, 
some of whom contributed both ships and 
money. During the Thirty Years’ Truce 
which followed the First Peloponnesian 
War, she began to treat her allies as sub- 
jects and to refuse to let them withdraw 
from the league if they wanted to. Her war 
fleet conquered rebellious islands and forced 
them to pay tribute in money, which was 
used largely to pay for the wonderful build- 
ings erected in Athens by Pericles.. 


During the Second and Third Pelopon- 
nesian Wars, which followed one another 
rapidly, Athens found her finances threat- 
ened. Cleon, who took over financial con- 
trol after the death of Pericles, had a direct 
tax levied on all Greek property, not merely 
on land. Numerous fragments exist of the 
stone recording the decree, and with it a list 
of cities and their new assessments. It was 
ordered that no city should pay a lower 
tribute than before “unless because of im- 
poverishment of the country there is a mani- 
fest inability to pay more.” (Probably the 
first enunciation of the principle of ability 
to pay!) However, expenses continued to 
be higher than revenue, and a customs duty 
of five per cent was levied on all exports 
and imports in all the harbors of the empire. 
This took the place of the tribute, which 
had become so high as to be at the break- 
ing point and which had to be abolished, 
though it was later reimposed. 


By the end of the wars, Athens was 
ruined and the empire broke up. It was 
generally felt that popular rule had failed, 
and one of the causes of that failure was 
undoubtedly financial collapse. The ex- 


penses of the state were not only those of 
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war, but also those of payments to citizens 
for services to the state, and payments for 
the theater; and not only were revenues in- 
adequate but the cost of collecting them was 
too high. 

The two Greek powers which took over 
for a short time after the fall of the Athenian 
empire, Sparta and Thebes, both failed to 
hold their supremacy from two main causes: 
lack of adequate fleets and lack of revenues. 
Neither had an organized financial system, 
for Athens was the only state which had 
the machinery for collecting an annual reve- 
nue and building up a reserve. More and 
more as time went by, the importance of 
money, and so of taxation, became obvious. 


In the early part of the fourth century 
B. C., Athens recovered her position as one 
of the powers of Greece, though she had 
lost her empire. She still had her commerce, 
but the inevitable further struggle with 
Sparta brought increased demands for reve- 
nue, and her finances were in a bad state. 
The taxation machinery was therefore re- 
modeled, particularly that part which applied 
to the property tax. A general assessment 
of the total wealth of the country, real and 
personal, was ordered, and all taxpayers 
were divided into “symmories,” or groups 
of approximately equal aggregate wealth. 
Each group paid an equal quota of the sums 
needed by the state, making its own arrange- 
ments for the liability of individual members 
—probably the first instance of the assump- 
tion of collective responsibility. Later a 
law was passed enacting that the three 
richest men of each symmory were responsi- 
ble for paying in advance the whole yearly 
quota of the property tax, and were given 
the right of recovery from the other mem- 
bers. This, of course, meant that the richer 
members had the practical management of 
the system and that the poorer ones suffered 
accordingly. However, the money was col- 
lected, and the state was saved from the 
friction caused by direct taxation. 


The second half of the fourth century 
B. C. saw the rise of Macedonia, first under 
Philip and then under his son Alexander 
the Great, and the domination of that power 
in Greece. Athens failed to repel the 
forces of Macedonia largely because her 
revenues proved totally inadequate for the 
expenses of the war. 


Until the time of Alexander, Greece had 
been the center of the civilized world, but 
his conquests shifted the influence of Greece 
towards the east and left room for the rise 
of a new power in Europe, that of the 
Roman Republic. 
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WASHINGTON TAX TALK—Continued from page 342 


June 30, 1958, postponing the scheduled re- 
duction to 25 per cent. Excise tax reduc- 
tions and floor stock refunds, which were 
to have taken place on April 1, have also 
been postponed to July 1, 1958. 


The Tax Rate Extension Act (H. B. 4090) 
becomes Public Law 85-12 (the twelfth 
public law of the Eighty-fifth Congress). 


The table accompanying this report shows 
at a glance the present excise tax rates and 


those scheduled for reduction in 1958 and 
1972. Not included in the table are trans- 
portation, stamp, tobacco, wagering and 
motor vehicle highway use taxes. None 
of the transportation, stamp, wagering or 
motor vehicle highway use taxes will de- 
crease in 1958. The only scheduled reduc- 
tion in tobacco taxes for July 1, 1958, is 
that on cigarettes weighing not more than 
three pounds per thousand. On these, the 
rate will drop from $4 to $3.50 per 1,000. 


CS LLL 


Excise Tax Rates 


Admissions and Dues Taxes 


Rate on 
and After 
July 1, 1958 


Present 
Rate 


Dues and initiation fees (on amount paid if . exceeds 


$10 per year) 


General admissions (except for horse and dog races) not over + 90¢ 


20% 
Exempt 


20% 
Exempt 


General admissions (except for horse and dog races) if charge 


is over 90¢ 
Horse and dog races 
Permanent use or lease of boxes or seats 
Roof gardens, cabarets, etc. 


10% * 
20% * 
10% * 
20% 


10% * 
20% * 
10% * 
20% 


Sale of tickets by proprietors and employees (rate on charge 


over established price) 


50% 50% 


Sale of tickets outside box office (on charge over set price 


plus tax) 


Communications Taxes 


Domestic telegraph, cable, radio messages 
International telegraph, cable, radio messages 
Leased wire service, teletypewriter, or talking circuit special service 


Local telephone service 
Long distance telephone service 
Wire and equipment service 


Manufacturers’ Excise Taxes 


Air conditioners 
Automobile chassis and/or body: 
Passenger 
Busses, tractor, truck 
Automobile parts and accessories 
Business and store machines 
Cigarette, cigar, pipe mechanical lighters 
Cutting oils (rate per gal.). 
Electric, gas, and oil appliances 
Electric light bulbs and tubes 


Firearms (other than pistols and revolvers), shells, and cartridges 


Fishing equipment 


Fountain pens, mechanical pencils and ballpoint pens 


Gasoline (rate per gal.). 
Inner tubes (rate per lIb.).. 


10% 10% * 


10% 10% 
10% 10% 
10% 10% 
10% 10% 
10% 10% 
8% 8% 


10% 10% 
10% 7% 
10% 10% 
8% 5% 
10% 10% 
10% 10% 
3¢ 3¢ 

5% 5% 
10% 10% 
11% 11% 
10% 10% 
10% 10% 
3¢ 3¢* 
9¢ 9¢ 


Lubricating oils (other than cutting oils) (rate per gal.).. : 6¢ 6¢ 





1 General admissions rate is 1¢ for each 10¢ or major fraction. For horse‘and dog races, the 


rate is 1¢ for each 5¢ or major fraction. 
? 20% if admission is to horse or dog race. 
* Rate scheduled to go down to 5% on 7-1-72. 
* Rate scheduled to go down to 1%4¢ on 7-1-72. 
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Rate on 
Present and After 
Rate July 1, 1958 
Matches (paper or plain wooden) (rate per M but not over 


10% of selling price) 2¢ 2¢ 
Matches (wood with fancy or colored stem or stick) (rate per r M) SiU¢ 5u%4¢ 
Motion and still picture projectors, household type 5% 5% 
Motorcycles No tax No tax 
Musical instruments, phonographs and records 10% 10% 
Photographic apparatus and equipment (cameras, lenses, and film) 10% 10% 
Pistols and revolvers 10% 10% 
Radio and television sets, tubes, parts 10% 10% 
Refrigerators and quick-freeze units of household type and 

apparatus therefor 5% 5% 
Sporting goods and equipment 10% 10% 
Tires (rate per lb.): 

Highway vehicle type 8¢ 8¢* 
Other types 5¢ 5¢ 
Tread rubber (rate per Ib.) 3¢ 3¢° 
Miscellaneous Excise Taxes 
Amusement devices: 
Amusement or music machine (coin-operated, rate per yr.) $10 $10 
Slot machine (rate per yr.) $250 $250 
Bowling alleys, billiard, and pool tables (rate per yr. Se. $20 ' $20 * 
Diesel fuel (rate per gal.), except if used on a farm for farm- 

ing purposes 3¢ 3¢° 
Fuels sold or used as gasoline substitutes for motor vehicles, 

motorboats, or airplanes (benzol, benzene, naphtha, etc.), 

except if used on a farm for farming purposes 3¢ 3¢° 
Furs, jewelry, watches, clocks, luggage, toilet preparations. 10% 10% 
Safe-deposit boxes 10% 10% 

Liquor Taxes 
Distilled spirits generally—per gal. $10.50 $9.00 
Imported perfumes containing distilled spirits—per gal. $10.50 $9.00 
Still wines— 

14% alcohol or less—per gal. 17¢ 15¢ 

Over 14% but not over 21% alcohol—per gal. 67¢ 60¢ 

Over 21% but not over 24% alcohol—per gal. $2.25 $2.00 

Over 24% alcohol—per gal. nS $10.50 $9.00 
Sparkling wines— 

Champagne or sparkling wine—per gal. $3.40 $3.00 

Artificially carbonated wine—per gal. $2.40 $2.00 
Wine cordials or liqueurs—per gal. : $1.92 $1.60 
Beer—per bbl. . $9.00 $8.00 
Wines and distilled spirits (rectified )—additional per gal. 30¢ 30¢ 
Manufacturers or producers of nonbeverage products—graduated 

special tax to qualify for drawback of tax on distilled spirits: 

Withdrawals not over 25 proof gallons per annum $25 yr. $25 yr. 
Withdrawals not over 50 proof gallons per annum $50 yr. $50 yr. 
Withdrawals of 50 proof gallons or more per annum $100 yr. $100 yr. 
Nonbeverage drawback on tax paid at $10.50 rate on and 

after Nov. 1, 1951 $9.50 gal. $9.50 gal. 
Nonbeverage draw back on tax paid at $9.00 rate prior to 

Nov. 1, 1951 . $6.00 gal. $6.00 gal. 
Nonbeverage drawback on tax determi ined at $9 rate after 

June 30, 1958 Cette DON Gc ae $8.00 gal. 








5 Rate scheduled to go down to 5¢ on 7-1-72. 

* No tax on and after 7-1-72. 

t For each alley or table. 

8 Rate scheduled to go down to 1%¢ on 7-1-72. 
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The Commissioner 


Farmers’ social security benefits.—Farm- 
ers may have been cheating themselves out 
of social security benefits by not 
choosing to report net earnings from farm 
self-employment under the alternative methods 
provided in Section 1402 of the Self-Employ- 
ment Contributions Act of 1954. Examina- 
tions of the Social Security Administration 
have disclosed that the net farm earnings 
from self-employment would have been larger 
if the alternative method of computing net 
earnings had been used. And, in a signifi- 
cant number of cases, the farmers would 
have increased their social security benefits. 
The administration advises the farmers of 
their rights and withholds action until 
amended returns are filed. In Rev. Proc. 
57-14, I. R. B. 1957-13, page 13, the Serv- 
ice relates that it has designed Form 2190 
(Change in Method of Computing Net Farm 
Earnings From Self-Employment) to sim- 
plify procedure and expedite adjudication 
of claims by the Social Security Administra- 
tion. Form 2190 may be used in lieu of an 
amended return to effect an election (or to 
revoke an election) to use the optional 
method. The new procedure is effective for 
returns filed for taxable years ending after 
1954. However, other taxpayers must file 
amended returns to effect a change in the 
election made on their original returns. 


some 


Farmers’ self-employment income.—Also 
affecting farmers is new Internal Revenue 
Service Publication No. 363, which indicates 
that soil-bank payments are self-employment 
income to farm operators. The publication, 
which is written in question-and-answer 
form, states that the landowner is 
treated as the farm operator when he de- 
cides to put the farm in acreage rather than 
to rent it. Both soil-bank payments and 
rental income may be treated as self-employ- 
ment income if the landowner “materially 
participates” in the production or manage- 
ment of production of the products on the 
rest of the farm. To determine whether 
there has been “material participation” on 
the landowner’s part, the IRS outlines four 
tests: furnishing equipment or production 
costs, joined with consultation and inspec- 
tion; making decisions; taking part in the 
work; and combinations of factors that in 
their total effect show material participation. 


Overseas loopholes.—In a letter to the 
Senate Subcommittee on Banking, the Com- 
missioner discloses that some of the loop- 
holes utilized to avoid the payment of taxes 
are not all of Congressional initiation. Tax- 
payers abroad frequently carry on their 
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investment activities through foreign finan- 
cial institutions. Dealing in securities of 
United States corporations as the registered 
owner, these institutions, although they are 
merely custodians or nominees, are frequently 
prohibited by their countries’ laws from 
making disclosures as to the actual owner- 
ship of the securities. Even when a tax- 
payer’s liability has been established, he 
may, in some cases, utilize the nondisclosure 
provisions of the laws of these foreign coun- 
tries to prevent collection of outstanding 
accounts. While the Commissioner said that 
the problem has been alleviated to some 
extent by the exchange provisions in the 
various tax treaties, where strict laws pro- 
hibiting disclosure are in effect, the treaty 
approach has not been satisfactory. 


Partnership income.— Revoking former 
Rev. Rul. 56-134, which held that two 
partnerships existed where much of the 
foreign income was allocated to the non- 
resident alien member of the firm, the IRS 
has ruled that partners may allocate differ- 
ent items of partnership profit and loss in 
different ratios in accordance with the part- 
nership agreement for all open 1939 Code 
years, as they can under the 1954 Code, so 
long as the allocation is not to avoid a 
partner’s tax. Under these circumstances, 


only one partnership exists for tax purposes. 
(Rev. Rul. 57-138.) 


Payments not income.—Rev. Rul. 57-131 
concerns a nonresident alien who came to 
the United States for nine months as an 
exempt foundation’s exchange fellow. The 
foundation granted him allowances. The 
question was whether the allowances were 
taxable to him as income. The Commis- 
sioner ruled that the allowances were ex- 
cludable to the extent provided in 1954 Code 
Section 117. In another situation, treated 
by Rev. Rul. 57-135, a religious organization 
provided volunteer unpaid workers who per- 
formed services in a hospital. For this, the 
religious organization was paid by the hos- 
pital. Did the payments represent income 
to the volunteers? No, said the Commis- 
sioner, and they are, therefore, not subject 
to withholding. 


Tax meter stops clicking.—Reconsidering 
its position on the applicability of the excise 
tax upon communications to typical switch- 
board and internal telephone systems util- 
ized by taxicab companies, the Internal 
Revenue Service now holds (Rev. Rul. 
57-137) that charges for the call box 
telephones and lines are exempted from the 
communications tax under Section 4253(f) 
of the Code. 
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Reported here, by regions, are news items concerning some decisions, 
legislation, administrative rulings and important people in state tax- 


ation. 


The department's scope includes the following types of taxes: 


income, sales and gross receipts, property, gasoline, insurance com- 


pany, 
motor-vehicle registration fees. 


utility, franchise, inheritance and estate, and severance, also 
Items are adapted principally from 


Commerce Clearing House publications dealing with state and local taxes. 


Atlantic States 


Income taxes.—Reduced income taxes are 
in order in New York for calendar 1956 and 
fiscal years ending in 1957. The reduction 
authorized by Chapter 54 is 15 per cent of 
the first $100 of personal income taxes and 
10 per cent of the next $200. Chapter 207 
allows a similar reduction on unincorporated 
business taxes. Another break for New 
York residents on their 1956 taxes is made 
by Chapter 123, which grants residents who 
are liable for income tax in another state a 
prorated credit for 1956 if the other state 
does not allow a credit for taxes paid in 
New York. The credit, however, cannot act 
to reduce taxes due New York below the 
amount for which the taxpayer would have 
been liable if the out-of-state income had 
been excluded from income reported to New 
York. New York S. B. 770, approved March 
30, gives a taxpayer selling his home a full 
year before or after, rather than six months, 
in which to buy a new residence without 
being penalized by a tax on the realized gain 
from the sale of the first home, The law is 
made retroactive to January 1, 1956. The 
New York State Tax Commission ruled 
April 4 that compensation for accidents and 
sickness under insured or uninsured em- 
ployer-sponsored health plans is excludable 
from gross income, Applications for re- 
funds will be accepted and 1956 returns 
should exclude disability benefits. 


A new Vermont law, H. B. 49, approved 
March 21, allows a credit on personal in- 
come taxes for taxes paid another state 
on income from sources within that state. 


Chapter 406, effective June 1, 1957, makes 
accident and health benefits excludable from 
income in Maryland except where they rep- 
resent reimbursement for previously deducted 
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medical expenses; employer contributions to 
such funds are deductible. Chapter 367 pro- 
vides that after 1956, gross income of a child 
or stepchild who is under 19 or is a student 
will not be a factor in determining his 
dependency, and that scholarships will not 
be considered in calculating whether a stu- 
dent received more than half his support 
from a taxpayer. 


Motor vehicle taxes—New York’s A. B. 
939, approved March 15, provides that high- 
way use tax returns and reports need be 
kept only four years instead of five. 


Gasoline taxes—The Pennsylvania gas 
tax refund for farm use is made permanent 
by H. B. 33, approved March 12. The tax 


refund was due to expire June 30, 1957. 


Poll taxes.—The New Hampshire gover- 
nor approved Chapter 29 on March 15. The 
law provides for the levy of a $5 head tax 
on all residents between the ages of 21 to 70 
in 1957 and 1958. 


Sales and gross receipts taxes.—In Pennsyl- 
vania, H. B. 337 has become law without 
the governor’s approval. The new law makes 
the 3 per cent sales and use tax rates per- 
manent. Sales of certain publications are 
given new tax liability, as is, also, printing 
or imprinting for persons furnishing the 
material used. Provided with new exemp- 
tions are printing, printers’ type, manufac- 
turing for use by the manufacturer, building 
and repair of large commercial vessels, 
property to be used on vessels operated 
mainly outside the state, construction and 
repair of facilities used in rendering public 
utility services, medicines on prescription 
and medical aids such as crutches, wheel- 
chairs, artificial limbs and eyes, hearing aids, 
false teeth and eyeglasses. 
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The Pennsylvania governor approved 
H. B. 330 on April 4. The law extends the 
utility gross receipts tax through 1958 at 
14 mills. 


Lake States 


Income taxes.—General withholding of 
the gross income tax in Indiana will become 
effective July 1 under terms of H. B. 461, 
approved March 14. Withholding will be 
required of every withholding agent who 
employs in Indiana, either full-time or part- 
time, four or more persons to whom income 
is paid that is subject to the gross income 
tax. Returns must be filed and the tax paid 
on the last day of April, July, October and 
January of each year. The tax on nonresi- 
dent contractors will be computed by the 
application of the highest rate applicable to 
any portion of the receipts from the con- 
tract. 

Also effective July 1 in Indiana, the gross 
income tax rates will be changed for all 
classes of income subject to tax. The new 
rate on wholesale sales and income from 
display advertising will be 0.375 per cent 
instead of 0.25 per cent. Wholesale grocers, 
however, are not included in this category 
and will be taxed at 1.5 per cent. The new 
rate of 0.375 per cent on retail merchants, 
dry cleaners and laundries is reduced from 
0.5 per cent. The following classes of in- 
come, formerly taxed at 1 per cent, will now 
be taxed at 1.5 per cent: bank, trust com- 
pany, building and loan association, insur- 
ance company, finance company, small loan 
company or similar business, grain dealer, 
public utility, professional service, personal 
service, real estate sales, rentals, funds from 
the performance of contracts, investment of 
capital, retail sales (other than by retail 
merchants) and from any other sources. 
The $1,000 deduction in computing the tax 
applies to all taxpayers. Retailers were 
formerly allowed a $3,000 deduction and 
other taxpayers a $1,000 deduction, H. B. 
418, S. B. 315, approved March 14. 


Franchise taxes and fees.—The Indiana 
filing fees for articles of incorporation of 
domestic corporations and applications of 
foreign corporations have been increased to 
two cents per share, with a minimum of $20, 
by S. B. 378, effective July 1, 1957. Non- 
profit corporations pay $10. Fees for in- 
creases of capital stock are two cents per 
share, with a minimum of $20 for foreign 
corporations, and for domestic corporations, 
if 1,000 shares or less, $15. Fees for articles 
of merger or consolidation are the same as 
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for articles of incorporation if the surviving 
corporation is a domestic corporation, If it 
is a foreign corporation, the fee is $10 plus 
the fee for application. A $10 fee is charged 
for withdrawal. The fee for filing annual 
reports is $2. 


Property taxes——The due date for the 
payment of the intangibles tax in Indiana 
has been changed by Chapter 348, effective 
December 31, 1957, from January 31 to June 
30, and the date of valuation from December 
31 to the last market day of December. The 
distributable property of railroad car com- 
panies will hereafter be assessed in Indiana 
on a calendar year basis, according to S. B. 
286, effective March 14. The Indiana state 
property tax levy of seven cents for the 
teachers’ retirement fund will not be levied 
in 1958 and thereafter, H. B. 208, effective 
March 14; and the seven-cent property tax 
and the 50-cent poll tax for the school tui- 
tion fund will not be levied in 1959 and 
thereafter, H. B. 207, effective March 14; in 
both cases, money will be appropriated from 
the ‘state’s general fund. The maximum 
amount of school tax levies for tuition is 
increased from $3.30 to $3.65, H. B. 262, 
approved March 15, effective upon procla- 
mation. The state property tax levy for the 
use of the Indiana State Fair Board is being 
cut. According to H. B. 188, approved 
March 15 and effective upon proclamation, 
the levy shall not exceed 15 cents through 
1957, will be reduced to eight cents in 1958 
and shall not exceed one cent in 1959. A 
property tax exemption of $1,000 of assessed 
valuation is granted persons over 65 with a 
total income not in excess of $2,250 who re- 
ceive no other exemptions from property 
tax, S. B. 184, approved March 16, effective 
upon proclamation. Indiana banks and trust 
companies maintaining more than one place 
of business must report the taxable deposits 
of the principal office and each branch 7s 
of the fifth day of each month; if segrega « 2 
accounts are not used, an actual tally take: 
on January 5 of each year will be used for 
allocation for each month of that year, H. B. 
391, effective March 7, 1957. 


Minnesota grants local boards of review 
the power to raise and lower assessments, 
but the total of such adjustments shall not 
lower the aggregate assessment made by 
the county assessor by more than 1 per cent, 
Chapter 174, effective March 21, 1957. Chap- 
ter 178, effective March 21, 1957, permits 
the filing of a consolidated return by any 
investment company, if with the consent of 
one or more wholly-owned subsidiaries, with 
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the tax computed assessed against the 


parent company. 


Motor vehicle taxes——Armored cars are 
exempt from registration in Indiana as mo- 
tor carriers under the Motor Vehicle Act, 
H. B. 61, effective March 5, 1957. 


Whenever the Minnesota tax on any pas- 
senger automobiles, trucks and busses is in- 
divisible by five, the registrar is authorized 
to adjust the tax to the nearest figure divisi- 
ble by five, H. B. 425, effective March 21, 
1957. 

Gasoline taxes.—Effective March 15, 1957, 
Indiana has raised its motor fuel tax from 
four cents to six cents per gallon (H. B. 65) 
and, likewise, its use fuel tax (H. B. 79). 
Concurrently with the raise in the use fuel 
tax, S. B. 305, effective March 15, cuts from 
3 per cent to 2 per cent the allowance for 
dealers to cover their costs of collection, ac- 
counting for and remitting the fuel use tax. 


In Minnesota, the provisions relating to 
special fuels now apply to aircraft as well 
as to motor vehicles, and the provisions con- 
cerning fuel purchased outside the state 
apply to special fuel as well as to gasoline, 
Chapter 203, effective after 1956. 


Sales and gross receipts taxes.—The IlIli- 
nois Supreme Court, reversing its decision 
of November, 1956, has ruled the Illinois 
use tax constitutional. (Turner v. Wright, 
3 stc J 250-374 (1957).) 


Tax administration—Indiana tax infor- 
mation returns and payments, where the 
due date falls on a Saturday, Sunday or 
legal holiday, may be made on the next 
succeeding day that is not a Saturday, Sun- 
day or legal holiday, S. B. 94, approved 
March 12, effective upon proclamation. Also 
in Indiana, certified mail may be used where 
registered mail is required by statute, Chap- 
ter 196, effective March 12, 1957. 


Midwestern States 


Income taxes.—The Iowa attorney general 
has ruled, in an opinion of January 10, that 
the doctrine of constructive receipt applies 
in determining the authority to tax an 
individual’s income when the individual has 
changed his residence from one state to 
another. The opinion relates to income from 
a Wisconsin profit-sharing trust received by 
an Iowa resident. If the Iowa resident had 
an unqualified right to the use and enjoy- 
ment of the full amount of his interest in 
the profit-sharing trust when he terminated 
his employment, the income was construc- 
tively received at that time and was income 
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to him while he was a resident of Wiscon- 
sin. If not having an unqualified right while 
a resident of Wisconsin, the income is tax- 
able in Iowa to the extent there construc- 
tively or actually received. 


North Dakota has enacted a number of 
new laws affecting income taxation. H. B. 
710, effective for income years beginning 
after 1956, makes payments of alimony, sep- 
arate maintenance or support taxable to the 
recipient, deductible by the payor. H. B. 
670, effective July 1, 1957, applies provisions 
of the 1954 federal Code, Section 1303, to 
taxation of income from back pay. H. B. 
671, effective July 1, 1957, provides that 
where a North Dakota couple files a joint 
federal return but -separate state returns, 
only that part of the allowable federal in- 
come taxes that is proportionate to the sep- 
arate gross income of each, as shown on 
the state returns, is deductible. H. B. 673, 
effective July 1, 1957, makes fiscal year in- 
come tax returns returnable by the fifteenth 
day of the fourth month, rather than the 
third, following the close of the fiscal year; 
taxpayers granted an extension of time for 
filing a return must pay interest at the rate 
of 6 per cent. H. B. 826, effective for income 
beginning after 1956, changes the 
rules relating to the allocation of income of 
corporations doing business within and 
without the state. H. B. 713, effective for 
income years beginning after 1956, amends 
the law relating to the allocation and appor- 
tionment of gross income of individuals: 
Income from personal and professional serv- 
ices performed in the state is allocated to 
the state regardless of the residence of the 
individual; however, income from similar 
services performed outside of North Dakota 
by residents is still allocated to North 
Dakota, but if taxes are paid to other states 
on such income, they may be deducted from 
the North Dakota tax. Other provisions of 
the new law relate to income from tangible 
property and from a trade or business. H. B. 
714, reported in this department last month, 
which relates to the restoration of the deple- 
tion deduction for income tax purposes, was 
signed by the governor on March 19. 


South Dakota increases the rate of tax on 
the net income of banks from 3 per cent to 
4.5 per cent, H. B. 529, effective July 1, 1957. 


Franchise taxes and fees——North Dakota 
has a new business corporation act. Some 
of the fees provided for by H. B. 537, ap- 
proved March 21, are as follows: filing 
articles of incorporation and issuing a certi- 
ficate of incorporation, $16; filing articles of 
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amendment and issuing a certificate of 
amendment, $12; filing articles of merger 
or consolidation and issuing a certificate 
therefor, $15; and filing an application to 
reserve a corporate name, $5. 


Gasoline taxes.—The Iowa gasoline tax 
refund provisions are amended by S. B. 97, 
effective July 4, 1957. Refund permits, in- 
stead of expiring after two years, will re- 
main in effect until revoked, Claims may be 
filed for fuel which “will be used” for non- 
highway purposes as well as for fuel so used. 


South Dakota will increase its tax on 
motor fuel from five cents to six cents, 
H. B. 683, effective July 1; will up its tax 
on use fuel from five cents to seven cents 
per gallon and impose a liquefied petroleum 
gas tax rate of six cents per gallon, H. B. 
684, effective July 1; and will increase from 
4 per cent to 4.5 per cent the deduction 
allowed motor fuel dealers to cover losses 
by evaporation and to reimburse them for 
collecting the tax, H. B. 905, effective July 1. 


Motor vehicle taxes.—Nebraska L. B. 301, 
effective three months after adjournment, 
requires nonresidents employed in Nebraska 
over 30 days to secure Nebraska license 
plates for their motor vehicles and to pay per- 
sonal property taxes on them, unless their state 
of residence grants immunity from such fees 
to Nebraska residents operating vehicles in 
that state. L. B. 279, effective three months 
after adjournment, authorizes a county treas- 
urer to not accept a motor vehicle registra- 
tion unless proof of payment of personal 
property taxes on the vehicle is given. 


North Dakota will require special regis- 
tration fees from vehicles used in moving 
buildings and those equipped with well-drill- 
ing equipment; S. B. 248, effective March 13, 
1957, provides for fees ranging from $25 to 
$75. Effective July 1, under H. B. 831, 
North Dakota will levy a truck-mile tax 
based on the number of axles. Top rate 
under the new law will be three cents per 
mile, as compared with a top rate of seven 
cents per mile under the old truck-mile tax 
that was based on the unloaded weight of 
the vehicle. A new schedule of license fees 
for heavy commercial and noncommercial 
trucks is established by H. B. 829, effective 
July 1: Trucks grossing over 24,000 pounds 
will pay a fee of $145; fees range up to 
$800 for trucks grossing over 68,000 pounds. 


South Dakota will increase its driver-per- 
mit fee from 50 cents to $1, but the cost to 
motorists will remain the same since permits 


will be good for four years rather than two 
years, H. B. 796, effective July 1, 1957. 
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South Dakota also lowers the limit on the 
fee chargeable for late application for a 
certificate of title from $15 to $5, S. B. 205, 
effective July 1, 1957. The license fee for 
vehicles, including trailers and semitrailers, 
used exclusively in highway construction 
will be levied at a flat rate of $25, H. B. 972, 
effective July 1, 1957. An annual compensa- 
tion fee of $22.50 is imposed for the opera- 
tion of motor carriers of a gross weight of 
three tons or under, H. B. 598, effective 
July 1, 1957. 


Property taxes.—Nebraska has passed a 
number of laws authorizing or increasing 
permissible levies by local jurisdictions. 
L. B. 264, effective February 23, hikes the 
permissible levy for ordinary county rev- 
enue for counties over 9,000 population from 
four to six mills per assessed dollar valua- 
tion of taxable tangible property; for coun- 
ties of 9,000 population and under, the increase 
is from five to nine mills. The increase in 
the maximum levy for town purposes granted 
by L. B. 51, effective March 2, is from four 
to eight mills on the dollar of assessed value 
of taxable tangible property in the township. 
L. B. 59, effective three months after ad- 
journment, authorizes an all-purpose munici- 
pal levy of 20 mills on the assessed dollar 
value of tangible taxable property for cities 
of the first class and a levy of 25 mills for 
cities of the second class and for villages. 
The levy would be in lieu of the multiple 
levies now authorized and would be binding 
for the ensuing fiscal year only. Another 
Nebraska law changes the basis for assess- 
ment for real and tangible property from 
50 per cent of basic value to 35 per cent of 
actual value, L. B. 339, effective three 
months after adjournment. 


North Dakota is authorized by S. B. 271, 
effective March 15, to levy an annual tax 
of not less than $600,000 on all taxable prop- 
erty in the state so as to retire a $9 million 
bond issue for the payment of a bonus to 
Korean veterans. The acreage exemption 
of real property owned by churches is in- 
creased from one to two acres, S. B. 55, 
effective July 1, 1957. Personal property in 
transit through the state is exempted from 
taxation by H. B. 563, effective July 1, 1957. 
The tax levy limitations in school districts 
are increased by two mills in each category, 
H. B. 768, effective July 1. Cities of 2,500 
or more population are authorized to levy 
with elector approval, a tax not in excess of 
two mills for a period not to exceed 12 
years for the purpose of acquiring sites for, 
and for the construction of, public buildings, 
H. B. 677, effective July 1. 
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In South Dakota, a proposed constitu- 
tional amendment would, among other 
things, permit the legislature to exempt 
personal property up to $200 per individual, 
S. J. R. 8, adopted March 18, 1957. H. B. 
506, effective March 11, requires the uniform 
valuation of all real and personal property 
within a county. H. B. 505, effective March 
5, limits the annual tax of four mills on each 
dollar imposed on moneys and credits to 
aggregate values over $5,000. An exemption 
from the moneys and credits tax is provided 
by H. B. 510, effective February 27, for 
money or deposits not drawing interest in 
banks or trust companies, checks and evi- 
dences of indebtedness. H. B. 714, effective 
July 1, provides an extension of 60 days for 
appeal to the circuit court from a property- 
assessment decision of a county board of 
equalization. Among other things, the new 
law also requires that where an increase of 
a county assessment is made, a notice must 
be given to the county commissioners and 
the governing body of all class A cities of 
the county, specifying a time and place of 
hearing for the proposed increase. 


Sales and gross receipts taxes.—The 2 per 
cent retail sales tax in North Dakota has 
been extended to July 1, 1959, S. B. 297, 
effective July 1, 1957. 


Severance taxes.—North Dakota has in- 
creased the tax on oil and gas production 
from 4.25 per cent to 5 per cent, S. B. 73, 
effective July 1, 1957. 

South Dakota has reduced the tax im- 
posed upon the severance of certain minerals 
from 4 per cent to 2.5 per cent. However, 
if the base price of any mineral taxed in- 
creases 25 per cent above its July 1 price, 
the old rate will apply. Further, the tax 
imposed upon severance is now considered 
in lieu of income taxes only, whereas before 
it was in lieu of all other types of taxes, 


H. B. 646, effective July 1, 1957. 


Pacific States 


Income taxes.—Payments made by Ari- 
zona savings and loan associations to de- 
positors are “interest” and are fully taxable 
as income, according to a ruling in the 
Arizona State Income Tax Bulletin No. 
57-1. 

An extension of the deadline for California 
corporations to file their loyalty oaths to 
May 15, 1958, so as to qualify for tax 
exemptions for the years 1953 through 
1956 which they otherwise would lose, is 
made by Chapter 21, approved February 4. 

Applicable to all income earned or accrued 
after 1956, Idaho H. B. 373, approved 
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March 28, increases individual income tax 
rates from 1.5 per cent to 2 per cent on 
the first $1,000 of taxable income, from 3 
per cent to 4 per cent on the second $1,000, 
from 4 per cent to 5 per cent on the third, 
from 5 per cent to 6 per cent on the fourth, 
and from 6 per cent to 7 per cent on the 
fifth. Higher incomes remain subject to the 
basic rate of 8 per cent, but a surcharge of 
10 per cent must be added to the amount 
of tax due on income above the first $2,000. 
This surcharge expires at the end of 1958. 
The law makes corporations subject to a 
tax of 8 per cent on all net income, plus a 
surcharge of 10 per cent of the amount of 
tax computed; the corporation dividend 
exemption has been eliminated, regardless 
of whether more than 50 per cent of the 
gross income of the corporation is taxed 
under Idaho law. Another Idaho law, 
Chapter 97, effective February 28, 1957, 
makes all salaries or wages paid to others 
reportable on information returns. (The 
Idaho tax collector has advised that this 
change has no effect upon returns for 
calendar 1956, in which only wages and 
salaries of $700 or more need be reported.) 


Beginning in 1957 the year of discovery 
of a loss from theft or embezzlement will 
be considered the year of loss for purposes 
of a deduction from the personal income 
tax in Oregon, H. B. 139, approved “March 
29. A similar provision for the corporation 
excise tax (H. B. 148) has passed the state 
senate. Beginning in 1957 in Oregon, 6 per 
cent is allowed as an interest deduction on 
installment contracts under which carrying 
charges are separately stated but the inter- 
est charge cannot be determined, Chapter 
18, approved March 6. The commencement 
date for the payment of interest on refunds 
on tax withheld will be four months after 
the employee’s annual return was filed or 
due, rather than six months after the em- 
ployer’s return was filed or due, Chapter 23, 
approved March 6. Chapter 16, approved 
March 6, adopts federal Code Section 175, 
dealing with the deduction by farmers of 
soil and water conservation expenditures. 
A similar change is made for corporation 
excise taxpayers by Chapter 19, approved 
March 6. 


Excise taxes.—Idaho will impose a three- 
cent-per-hundredweight tax on beans, with 
the tax due on or before the beans’ first 
handling in the primary channels of trade, 
Chapter 94, effective 60 days after adjourn- 
ment. 


Gasoline taxes.—Nevada farmers and 
ranchers may claim refunds of 80 per cent 
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of motor fuel taxes paid on purchases in 
excess of 50 gallons without maintaining 
records of use, A. B. 259, approved March 14. 


Motor vehicle taxes.—Idaho commercial 
passenger vehicles strictly in intrastate 
commerce, farm vehicles, utility farm trail- 
ers and nonresident trucks owned by tran- 
sient labor used in hauling unprocessed 
agricultural products for hire, which have 
a gross weight of 24,000 pounds or less, 
shall be registered, and pay a fee, in the 
county in which the owner resides, H. B. 
169, effective 60 days after adjournment. 


Another Idaho law, H. B. 274, effective 
January 1, 1958, imposes ‘additional use 
fees on interstate vehicles operated on fuels 
other than gasoline. The additional fees, 
assessed on a mileage basis, are graduated 
by maximum gross weight. 


Another Idaho law, H. B. 165, effective 
March 1, defines the term “farm vehicle” 
for motor vehicle registration purposes. 


Washington has raised its motor vehicle 
license fee from $5 to $6.50, Chapter 105, 
approved March 13. 


Property taxes.—Idaho has increased the 
ceiling on general county tax levies from 
60 cents to 75 cents on each $100 of assessed 
valuation or to a levy in mills sufficient to 
raise $80,000, whichever is greater, in coun- 
ties having an assessed valuation of $6.5 
million or more; smaller counties may 
levy a tax at the rate of $1.25 on each $100 
of assessed valuation, H. B. 147, effective 
May 16, 1957. In addition, counties may 
levy an ad valorem tax of ten cents per 
$100 of assessed valuation to carry out a 
revaluation program, Chapter 50, effective 
February 18, 1957. Still further, counties 
may levy an ad valorem tax up to 40 cents 
per $100 of assessed valuation for the care 
of the indigent; and to acquire and maintain 
public general hospitals for the indigent, 
counties having an assessed valuation of 
$7.5 million or more may levy an additional 
ad valorem tax of 40 cents per $100, or a 
large enough levy in mills to raise $20,000, 
while smaller counties may levy an ad 
valorem tax up to 30 cents per $100, H. B. 
211, effective May 16, 1957. Changes in the 
Idaho property tax exemptions are made 
by H. B. 159, effective May 16, 1957: The 
exemptions granied on tools and equip- 
ment of mechanics, miners, prospectors and 
farmers have been eliminated; household 
goods exemptions have been expanded to 
include all such items in use or temporarily 
stored; and wearing apparel and other per- 
sonal effects held by the person for the 
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exclusive use and benefit of himself or his 
family are exempted. 


The Nevada tax on transient livestock 
is repealed by Chapter 368, effective March 
26. If application is made by April 29, 1957, 
taxpayers may obtain refunds on Nevada 
personal property taxes paid for state pur- 
poses in excess of 42 cents for the fiscal 
year 1955, Chapter 342, effective March 
29, 1957. 


No Oregon property taxes will be due 
on property of college students’ dormitories, 
fraternities and sororities that was omitted 
in whole or part from assessment rolls for 
tax years before 1957, Chapter 21, approved 
March 6. 


Sales and gross receipts taxes.—The Ari- 
zona attorney general ruled on January 17 
that purchasers paying the use tax to a 
seller possessing a certificate of authority 
to collect the tax must have a receipt bear- 
ing the certificate number in order to escape 
further liability for the tax; purchasers for 
use, storage or consumption of property 
subject to the use tax for which payment 
is not made to the retailer must file monthly 
returns; and schools are subject to the 
use tax. 


The California District Court of Appeal 
for the Second District has held that a 
partnership that contracted to sell precut 
lumber and other building materials to 
“do-it-yourself” builders was acting as a 
retailer, not as a contractor or service 
enterprise, and was, therefore, subject to 
the sales tax upon its sales. (Greenblatt v. 
State Board of Equalization, 2 CALIFORNIA 


‘Tax Cases § 200-661.) 


Gross intrastate operating revenues of 
railroads in Washington will be subject to 
a tax increase from 0.25 per cent to 0.3 
per cent, Chapter 185, approved March 21. 


Tax administration—An Idaho law pro- 
vides that foreign corporations or corpora- 
tions organized under federal laws have no 
business situs in Idaho for tax purposes 
when all they do is hold mortgages on 
Idaho property, H. B. 167, effective May 
16, 1957. 


A Washington law states that no pur- 
chaser of a business or stock of goods will 
be liable for the prior owner’s taxes if the 
purchaser gives written notice of his ac- 
quisition to the tax commission and the 
commission fails to assess the former owner 
within six months, Chapter 88, approved 
March 13. 
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Southern States 


Income taxes.—The new federal methods 
for taking accelerated depreciation are 
adopted in Arkansas by Act 156, effective 
June 12, 1957; however, no refund will be 
allowed for the years 1954, 1955 and 1956 
in cases where the taxpayer computed 
his income tax liability under the prior 
rules. Another new law, Act 147; approved 
March 5, allows a three-year carry-over of 
net operating losses for any year ending 
on or after March 5, 1957. The out-of-state 
income of domestic Arkansas corporations 
is exempted from income taxation, and gain 
from installment sales of property may be 
reported on the installment plan, Act 144, 
effective for tax years after 1956. Act 259, 
effective June 12, 1957, exempts certain 
farmers and other mutual insurance com- 
panies, ditch or irrigation companies, mutual 
or cooperative telephone companies or like 
organizations from income taxation. 


The Georgia governor has approved H. B. 
117, which clarifies the definitions of resi- 
dent and nonresident for income tax pur- 
poses. 


Franchise taxes and fees.—West Virginia 
will require foreign corporations whose sole 
activity in the state is the purchasing of 
mortgages to merely file a certificate and 
pay a filing fee of $50, S. B. 142, approved 
March 4. 

Gasoline taxes.—The weight classification 
for interstate freight motor vehicles paying 
the Tennessee gasoline tax quarterly is 
changed to apply to vehicles of not less 
than 24,000 pounds or having three axles, 
rather than to vehicles of not less than 
18,000 pounds, as formerly, Chapter 266, 
effective March 21, 1957. Chapter 165, ef- 
fective April 1, 1957, grants distributors an 
evaporation allowance of 1.5 per cent of 
the amount due on the monthly statement. 


Insurance company taxes.—Surplus line 
brokers in Arkansas are now required to 
remit by March 1 of each year a tax of 
4 per cent on direct premiums, less return 
premiums, exclusive of sums collected to 
cover federal taxes, on surplus line insur- 
ance subject to tax transacted by them 
during the preceding calendar year, S. B. 
306, effective June 13, 1957. 


Domestic life insurance companies in 
Tennessee will pay a tax of 1.75 per cent, 
instead of 2 per cent, on gross premium 
receipts from Tennessee residents; and reci- 
procity provisions will apply to all insurance 
companies, Chapter 185, effective March 
15, 1957. 


State Tax News 


The basis of the fire-marshall tax is 
changed in West Virginia. Instead of only 
fire insurance companies paying the tax, 
and paying it on all premiums, all insurance 
companies, other than life and farmers’ 
mutual fire, will pay 0.5 per cent of net 
direct premiums on all insurance against 
fire hazards, H. B. 121, effective March 
1, 1957. 


License taxes.—Arkansas’ additional li- 
cense fee of $100 and the tax of ten cents 
per case levied on distillers and manufac- 
turers of spirituous liquors is repealed by 
Act 262, effective March 13, 1957. 


The soft drinks license tax in Tennessee 
for bottlers and manufacturers selling less 
than 50,000 cases is changed from a flat 
$100 to a graduated scale of rates with a 
top of $100 for persons selling from 25,000 
to 50,000 cases, Chapter 227, effective March 
19, 1957. 


West Virginia license fees for chain stores 
are increased by H. B. 87, approved March 
15, 1957. The state’s business license tax 
law is changed; and a number of license 
fees are increased, including the hiking of 
trading-stamp licenses to $175 per county 
instead of $100 statewide, by H. B. 86, 
approved March 15. 


The Tennessee privilege tax on trading- 
stamp operations is doubled from $300 to 
$600 per county and persons, firms or cor- 
porations using such stamps are required 
to pay a privilege tax of 2 per cent of the 
gross receipts derived from goods sold 
along with the stamps, Chapter 97, effective 
August 1, 1957. 


Motor vehicle taxes.—Arkansas will im- 
pose a regulatory fee of $5 to be collected 
from common and contract carriers for 
each vehicle used in line-haul operations, 
H. B. 326, effective March 27, 1957. 


A new Georgia law requires new motor 
vehicles to be registered within three days 
after their purchase, H. B. 210, effective 
March 15, 1957. Another Georgia law au- 
thorizes the proration of the license fees 
of an interstate motor bus fleet, H. B. 145, 
effective March 15, 1957. 


Tennessee establishes a schedule of spe- 
cial license fees for vehicles carrying house- 
hold goods, with fees ranging from $25 to 
$525, Chapter 284, effective March 22, 1957. 
The state also requires that lessors of auto- 
mobile utility trailers in interstate as well 
as intrastate commerce must register the 
average number of such trailers operated 
in and through the state during the pre- 
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ceding license year, Chapter 250, effective 
March 20, 1957. 


Property taxes.—Arkansas provides that 
the vesting of previously severed mineral 
and surface estates in the same person shall 
cause them to be merged and considered 
as a single interest for assessment purposes, 
H. B. 489, approved March 21, 1957. The 
proration of the tax on the flight property 
of airlines doing business in Arkansas shall 
be on the basis of total scheduled time on 
the ground and mileage in flight within 
the state, S. B. 202, effective March 4, 1957. 


In South Carolina, S. B. 24, effective 
March 7, 1957, provides that a leasehold 
estate conveyed for a definite term by a 
grantor whose property is exempt from 
taxation to a grantee whose property is 
not exempt shall be subject to the prop- 
erty tax. 


Sales and gross receipts taxes.—Arkansas 
Act 141, approved March 4, exempts tan- 
gible personal property used in the artificial 
drying of rice from the use tax. Competitive 
adjustments of the Arkansas gross receipts 
tax in borderline cities are made by H. B. 
452, effective March 5, 1957. 


No sales tax credit will be allowed in 
Tennessee for out-of-state purchases unless 
reciprocity exists, under terms of Chapter 
63, effective February 28, 1957. Tangible 
personal property which becomes a com- 
ponent part of a building after its fabrica- 
tion, erection or application by a contractor 
or subcontractor is not subject to the fair- 
market-valuation provision of the sales tax 
law, Chapter 166, effective March 8, 1957. 


Sales to West Virginia volunteer fire 
companies are exempted by H. B. 43, ap- 
proved March 7, 1957. Aggregation of 
separate sales for computation of the sales 
tax is prohibited by H. B. 430, effective 
July 1, 1957. 


Severance taxes.—Gypsum used, or sold, 
for manufacturing into ultimate consumer’s 
goods within Arkansas is exempted from 
the severance tax by Act 263, effective 
March 13, 1957. To encourage the explora- 
tion for oil, a severance tax credit equal to 
75 per cent is granted for five years to 
discoverers of new commercial oil pools 
if the pool is located above the base of 
the deepest oil producing formation in the 
county, and for ten years if the new pool 
is located below the base of the deepest 
eil producing formation in the county or if 
there is no oil production in the county, 
Act 258, effective June 12, 1957. A lower 
tax rate of 4 per cent is allowed by S. B. 
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198, effective March 5, 1957, whenever the 
production of oil on a single lease averages 
ten barrels or less per well per day during 
any calendar month. 


Tax administration.—Foreign banks and 
trust companies acquiring mortgages and 
deeds of trust in Tennessee, when such 
loans are federally insured, will not be con- 
sidered to’ be doing business in the state, 
Chapter 111, effective March 7, 1957. 


Georgia municipal corporations are pro- 
hibited from taxing agricultural products 
by Act 462, effective March 13, 1957. 


Western States 


Income taxes.—Montana raises its per- 
sonal income tax rates, increases the num- 
ber of persons required to file returns and 
changes its exemption schedule in new laws 
that are effective for taxable years ending 
December 31, 1957 or thereafter. H. B. 364 
sets a rate of 1 per cent on the first $1,000 
of net income and increases that rate by 
0.5 per cent for each additional $1,000 up 
to 4 per cent on the seventh $1,000 and 5 
per cent on net income over $7,000. H. B. 
177 requires returns from persons with 
gross or net income of at least $1,200, and 
of any person with net income of at least 
$600, who is single or married and not liv- 
ing with husband or wife or family; short 
form returns are abolished and installment 
payment provisions are repealed; an exemp- 
tion is granted payments under the Korean 
bonus law; and it is required that withhold- 
ing be in accordance with state board of 
equalization tables. H. B. 449 fixes the 
taxpayer’s exemption at $600 with an extra 
$600 granted for the spouse and $600 for 
each dependent. Additional exemptions of 
$600 are allowed for blind and aged taxpay- 
ers. H. B. 394, effective after 1957, raises 
the corporate license tax from 3 per cent 
to 5 per cent of net income. Also relating 
to income taxation, S. B. 219, effective July 
1, 1957, provides for the refunding of the 
balance of overpayments of income tax after 
first crediting sums against any income tax 
or installment due. Claims for the credit 
or refund must be made within three years 
after payment of the tax. S. B. 222, effec- 
tive July 1, 1957, provides for review by 
the district courts of the income tax deter- 
minations of the state board of equalization 
within six months after the taxpayer’s re- 
ceipt of the state board’s decision, with 
either party permitted to take an appeal 
from a district court to the state supreme 
court. H. B. 170, effective July 1, requires 
the state board of equalization to allow 
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separate accounting, upon receiving satis- 
factory evidence that Montana income can 
be segregated from other income. 

New Mexico S. B. 98, effective June 8, 
1957, provides that no person will be re- 
lieved of paying income taxes simply be- 
cause he lives within a federal area. 

Utah S. B. 263, approved March 22, pro- 
vides for the allocation of income from 
rentals, royalties and leases, less related 
expenses, to the state in which the property 
involved is located, and extends the statute 
of limitations beyond the three-year period 
in cases of adjustments of tax returns filed 
with the federal government. H. B. 30, 
approved March 22, requires withholding by 
employers from wages paid to nonresidents. 


Excise taxes.—The Montana cigarette tax 
is increased from five cents to eight cents 
per pack by H. B. 354, effective July 1, 1957. 
The bill hikes the permanent tax rate on 
smokes to five cents. H. B. 3, which be- 
came effective February 26, added a one- 
cent temporary tax to pay for a Korean 
veterans’ bonus. There is, also, an existing 
two-cent temporary tax for a bonus for 
World War II veterans. Montana also 
doubled its excise tax on liquor, increasing 
the rate from 8 per cent to 16 per cent of 
the retail selling price, H. B. 252, effective 
July 1, 1957. 

New Mexico Chapter 166, effective June 
8, 1957, will allow the out-of-state affixing 
of cigarette tax stamps for a monthly fee of 
0.125 per cent of the license holder’s gross 
proceeds from sales. 


Gasoline taxes.—Montana H. B. 388 ex- 
tends the seven-cent gasoline tax rate to 
January 15, 1958, at which time H. B. 389 
will impose a permanent tax of six cents 
per gallon. 

The New Mexico gasoline tax will apply 
to sales in federal areas, Chapter 226, effec- 
tive June 8, 1957. 

Where gasoline purchased in Wyoming 
is used for agricultural purposes, Chapter 
23, effective May 17, 1957, will allow pur- 
chasers a refund of the tax on 70 per cent of 
the bulk gasoline purchased, or the gallon- 
age computed in the federal refund, which- 
ever is smaller. 


License taxes.— Effective July 1, 1957, the 
license taxes on oil producers and natural 
gas distributors is increased in Montana. 
H. B. 279 increases the tax on oil producers 
from 2 per cent of total gross value of petro- 
leum produced during the year to 2 per cent 
of the total gross value of the first 450 
barrels of petroleum or other oil produced 
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from a lease or unit in each calendar quarter 
multiplied by the number of producing 
wells on each lease, and to 2.5 per cent of 
the total gross value of all production in 
excess of the first 450 barrels per calendar 
quarter. H. B. 277 increases the tax on 
natural gas distributors from 0.375 cents 
per 1,000 cubic feet of natural gas dis- 
tributed in Montana to 0.5 cents per 1,000 
cubic feet. 


A Utah law, H. B. 113, approved March 
requires contractors to be licensed. The 
original license fee is $50; the renewal fee 
is $15. Utah S. B. 19, effective January 1, 
1958, requires all commercial feeds to be 
registered before distribution at an annual 
fee of $5 for each brand. Custom-mix feed 
distributors are required to pay an inspec- 
tion fee of five cents per ton, or they may 
obtain a custom-mix permit, instead, at a 
fee of $50. The fee for a pre-mix permit is 
$25. All permits expire on December 31. 
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Motor vehicle taxes.—Colorado’s tempo- 
rary certificate tax of $10 is assessed upon 
owners of vehicles in addition to, instead 
of in lieu of, the ton-mile or passenger-mile 
tax, H. B. 197, effective March 14, 1957. 

Montana repealed the provision granting 
permission to employ proportional vehicle 
proration only in lieu of general registra- 
tion, H. B. 392. New law, H. B. 391, effec- 
tive March 14, 1957, permits interstate fleets 
of motor vehicles to be licensed either on 
the basis of proportional vehicle proration 
or proportional dollar proration. 

Vehicles registered in another state but 
purchased initially, and registered and li- 
censed, in New Mexico, and still owned by 
the original owner, will not be subjected 
to the excise tax for the issuance of a cer- 
tificate of title at the rate of 1 per cent of 
the vehicle’s sale price, Chapter 207, effec- 
tive June 8, 1957. 

Utah will levy an annual tax of $1 on 
every motor vehicle registered for the year 
1958 and thereafter as an automobile driver 
education tax, H. B. 49, effective 60 days 
after adjournment. 

Wyoming has changed its motor vehicle 
registration fees. For passenger cars and 
for busses with a seating capacity not ex- 
ceeding seven, the fee is $7.50. For other 
busses and for house trailers, trucks, trailers 
and semitrailers the fees, based on unladen 
weight, range from $1 to $30, Chapter 255, 
effective January 1, 1958. Preliminary to 
the above law, Chapter 184 was enacted, 
effective April 1, 1957, requiring the regis- 
tration of house trailers and trailer coaches. 
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Chapter 164, effective April 1, 1957, revises 
the schedule of compensatory fees for the 
use of the state highways and puts the 
administration of such fees under the state 
board of equalization, instead of the highway 
department. 


Property taxes.—Colorado has increased 
the annual tax on sheep and goats, except 
those in feed lots, from 10 mills to 20 mills 
on each dollar of assessed valuation for 
1957 and subsequent years, H. B. 170, 
effective March 12, 1957. 


Scheduled Montana maximum property 
tax levies for 1957 and 1958 are 2 mills for 
the general fund, 6 mills for the university, 
0.5 mill for state insane hospital bonds, 1 
mill for university building bonds and 0.5 
mill for state training school bonds, Chap- 
ter 352, effective July 1, 1957. An increase 
in the bond issue for the university, to be 
financed by a property tax not in excess of 
1.25 mills, will be voted on at the Novem- 
ber, 1958 elections, S. B. 178, approved 
March 14. An annual levy of two mills 
is permitted to counties to classify and ap- 
praise city and town property and improve- 
ments, S. B. 67, approved March 9. H. B. 
154, effective March 4, 1957, puts coopera- 
tive rural telephone associations in class 
five where property is valued at 7 per cent 
of true and full value. The tax basis for 
moneyed capital and bank shares is (1) 30 
per cent on that portion of the true and full 
value not represented by surplus, as shown 
on the books of the bank; (2) 7 per cent 
on that portion represented by surplus; and 
(3) 30 per cent on that portion of surplus 
over and above the amount represented by 
the stated capital of a bank, S. B. 15, effec- 
tive March 8, 1957. 


Utah has increased the amounts of grants 
made under the state supported school pro- 
gram, H. B. 66, approved March 5, 1957. 

Wyoming provides for the valuation and 
assessment of certain personal property 
used in connection with electric system 
operation by utilities, Chapter 49, effective 
February 5, 1957. The state also clarifies 
and limits its property tax exemptions, 
Chapter 165, effective February 20, 1957. 


Sales and gross receipts taxes.— Montana 
increases the tax rate on the gross income 
of telephone companies in excess of $250 
per quarter from 1.25 per cent to 1.5 per 
cent, H. B. 275, effective July 1, 1957. The 
state also increases the tax on producers of 


electrical energy from 1 per cent of sales 
to 1.25 per cent, H. B. 278, effective July 
1, 1957. 
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New Mexico S. B. 96, effective June 8, 
1957, specifies that no person will be re- 
lieved from liability for payment of use or 
compensation taxes simply because he is 
within a federal area; similarly, in regard 
to sales, privilege or gross income taxes, 
S. B. 97, effective June 8, 1957. Chapter 187, 
effect-re June 8, eliminates the sales tax 
exe, tion on sales to the United States 
government and agencies. H. B. 144, effec- 
tive June 8, 1957, repeals the 5 per cent 
gross receipts tax on express companies; 
and H. B. 142, effective June 8, reduces the 
tax on the total gross earnings of railroad 
car companies from 3.5 to 2.5 per cent. 

In Utah, H. B. 25, effective May 14, 1957, 
exempts sprays and insecticides for com- 
mercial application from the sales tax. H. B. 
169, effective 60 days after adjournment, 
exempts automobiles sold to bona-fide non- 
residents from the sales tax. S. B. 229, 
effective May 14, 1957, subjects rental con- 
tracts of tangible personal property to the 
use tax. S. B. 33, effective May 14, limits 
the sales tax exemption formerly granted 
to all sales of commodities subject to sales 
or excise taxation by another state to motor 
fuel and special fuel upon which an excise 
tax is imposed and to draught beer sold for 
consumption on the premises. 


Insurance company taxes.—Premium taxes 
are declared to be in lieu of all other taxes, 
licenses, fees and excises, except taxes on 
real and tangible personal property and 
fire marshal taxes in Montana. The tax on 
premiums collected in excess of $5,000 in 
1957 and 1958 will be $22.50 per $1,000, 
instead of $20, H. B. 442, approved March 12. 


Severance taxes.—The Montana governor 
vetoed the bill which would have levied a 
severance tax on chromium-mine operators. 


New Mexico increases the severance tax 
on uranium from 0.125 per cent to 0.75 per 
cent of gross value, and fixes the severance 
tax on thorium and rare earth at 0.75 per 
cent of gross value, Chapter 79, effective 
March 16, 1957. 


Tax administration—Utah will require 
the state tax commission to establish a uni- 
form system of accounts that must be used 
by all taxing districts, H. B. 12, approved 
March 5. 

Wyoming establishes a department of 
revenue within the state board of equaliza- 
tion, Chapter 227, effective July 1, 1957. 
The state board of equalization will admin- 
ister the motor carrier act and the state 
highway patrol will enforce it, Chapter 228, 
effective July 1, 1957. 
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Federal Tax 


June 17 (June 15 is a Saturday)—— ceeds of sales of stamps sold during 


-eding ati s 7 5 - 
Due date for payment of second quarter preceding month. (Regulations 71, Sec 





of 1957 estimated tax by individuals 
(except farmers). If declaration is filed 
for the first time, one third of estimated 
tax is due. (Code Sections 6073 and 


6153.) Form 1040-ES. 


Due date for payment by corporations of 
second half of income taxes due for 
calendar year 1956. 


Last day to file calendar year 1956 income 
tax returns in the case of nonresident 
alien individuals and nonresident foreign 
corporations. (Code Sections 6012(a) 
and 6072(c).) 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, (2) employees’ 
tax deducted under Section 3102 and 
(3) employer’s tax under Section 3111 
where, during the preceding month, the 
aggregate of such amounts exceeded 
$100. If an employer pays wages to 
agricultural labor subject to taxes under 
(2) and (3) above, he will make a sepa- 
rate computation for this group to de- 
termine whether the $100 minimum has 
been exceeded. (Regulations 120, Sec- 
tion 406.606.) Form 450 (depositary 
receipt). 

Monthly information return of stockhold- 
ers and of officers and directors of 
foreign personal holding companies due 
for May. (Code Section 6035.) Form 
957. 

Due date for delivery to local director of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 





July 1 (June 30 is a Sunday) 


Due date for payment of the following 


tion 113.142.) 


Due date, by general extension, of returns 


for the calendar year 1956, in the case 
of (1) foreign partnerships, (2) foreign 
corporations which maintain an office 
or place of business in the United 
States, (3) domestic corporations which 
transact their business and keep their 
records and books of accounts abroad, 
(4) domestic corporations whose prin- 
cipal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Code Sec- 
tions 6081 and 6151; Regulations 118, 
Section 39.53-3(a).) Forms: (1), Form 
1065; (2)-(4), Form 1120; (5), Form 
1040. 





excise taxes for May to the Federal 
Reserve Bank or an authorized deposi- 
tary, if such taxes reportable for May 
exceeded $100; taxes on safe deposit 
boxes; transportation of oil by pipe- 
line; telephone, telegraph, radio and 
cable messages and services; transporta- 
tion of persons; admissions, dues and 
initiation fees; gasoline, lubricating oils 
and matches; sales by manufacturers, 
including sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailer; manufacture of sugar; trans- 
portation of property; and diesel fuel. 
(Regulations 477.4.) Form 537 (de- 
positary receipt). 


Due date of federal use tax return and 
payment of tax on highway motor 
vehicles where first use occurred in 
May. (Regulations Sections 41.6011 (a)-1, 
41.6071(a)-1). Form 2290. 
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OIL AND GAS 


FEDERAL INCOME TAXATION 


by KENNETH G. MILLER 


C. P. A.; Partner, Arthur Young & Company, Houston; 
Member of Houston and Texas Bars. 


COMPLETELY REVISED AND ENLARGED, this new Third Edition brings 
together in convenient, usable form the up-to-date law, regulations, rulings, and 
decisions of federal income taxation as they apply to the peculiar factors of the 
production side of the oil and gas industry. Pertinent tax changes resulting from 
1954 Code amendments come in for special attention, of course. 


PIVOTAL NEW DEVELOPMENTS HELPFULLY EXPLORED include: 
carved-out oil payments; partnership ventures in oil and gas interests; exchanges of 
oil properties; first-year rental properties under government leases; net profit pay- 
ments; unitizations; and increased usage of A-B-C financing of oil property acquisi- 
tions; to name a few. Other important topics clearly discussed and analyzed include: 
bonus arrangements; lease costs; interests in oil and gas in place; etc. 


SPECIAL TREATMENT OF DEPLETION PROBLEMS—Timely depletion 
topics covered include: depletion; general depletion; cost depletion; general deple- 
tion deduction—and specific examples of allowance or disallowance of depletion 
deduction are thoughtfully provided. Throughout, in his handling of depletion 
puzzlers, the author has carefully made clear the probable effects of the proposed 
new depletion regulations. 


Best of all... FINAL DEPLETION REGULATIONS TO COME AT 
NO EXTRA CHARGE —In addition, when these Regulations 
are issued in final form, buyers of this new Third Edition will 
receive at no extra cost a booklet—of about 64 pages—con- 
taining the text and information concerning them. 


QUICK, AUTHORITATIVE REFERENCE—Where federal oil and gas income 
taxation presents a problem, a book you can understand and trust is needed—and 
“Oil and Gas Federal Income Taxation” is written out of long practical experience 
in this complex field. Moreover, each principle discussed is backed up with direct 
citation to supporting authority. A quick- finding topical index facilitates speedy and 
easy use. Table of cases; 352 pages; 6% x 9% inches; hard bound; gold stamped. 
Ready in May. Price, $10.50 a copy, on 15 days’ approval.* 
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*Remittance with order saves small postage and packing charge, same return privilege. 





